o}

-
Gentivas

HEALTH SERVICES = NC

Annual Report 2002

AR/

rFE
(229 -2~

Aleeni

X =
o gi,vv-":-\\ s
buua ey g




EGrSrtivaa"HEALTH SERVICES Annual Report 2002

-

]
o
i
E
=

Key Financial Dara

Three-Year Operating Results - Home Heaith Services
We focused our efforts in recent years on enhancing productivity and realigning administrative processes and functions
to improve operating results. in 2002, we demonstrated revenue growth and leveraged our expense structure.

i - A reconciliation of loss from continuing operations, as reflected in the
AY{B) AT . : .
NET REVENUES ¢ ADJUSTED EBITDA W@ Statement of Operations, and adjusted EBITDA is as follows ($ in millonsy:
= . $17.3
5 800 —-——'“'5753_5 £ 20 FISCAL YEAR 2000 2001 2002
E 750 $736.5 E 10 Loss from Continuing Operations $(49.8) $(13.9) $(53.9)
= < Adjustments:
700 0 s(15.4) $11 Depreciation and amortization 21.2 18.7 7.2
Interest expense (income), net 3.0 0.1 0.9)
Income tax expense (benefit) 0.6 (6.8) 18.4
650 -10 Pre-tax incame from sold businesses {9.9) — —
Gain on sale of businesses (36.7) — —
600 -20 & Restructuring and special charges 56.2 3.0 46.1
2000 2001 2002 2000 2001 2002 Adjusted EBITDA ®) (O $(15.4) $ 11 $ 17.3

(A) Excludes the resuits of the Speciaity Pharmaceutical Services business, which was sold in June 2002 and is reflected as Discontinued Qperations,
and the Staffing Services business and Canadian cperatians, which were sold in the fourth quarter of 2000.

{8} Net revenues for fiscal 2000 excludes $145.1 million of net revenues related to the Staffing Services business and Canadian operations
Net revenues for fiscai 2000 as reported in the Statement of Operatiors was $881.6 millien.

(C) Adjusted EBITDA represents income (loss) before interest, taxes, depreciation and amortizatior and excludes restructuring and other special charges.
See note 4 to the consolidated financial statements for a description of restructuring and other special charges.

Revenue Sources and Growth Rates — 2002
Our diversified payor mix helps mitigate risk and allows us the flexibility to
respond to future opportunities.

PAYOR MIX GROWTH RATES vs. 2001
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Financial Position
We have strengthened our balance sheet since our launch in March 2000.
We are well capitalized and have no debt.

CASH (DEBT) POSITION DAYS SALES OUTSTANDING (DSO)
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Who We Are

Gentiva Health Services is the nation’s leading provider of home health care services.

2002 Net Revenues $768.5 million
Patients Served 500,000 per year
Active Caregivers 12,000+ per week

Service Delivery Units 350+
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Company Profile

OUf COﬂS/'Steﬂi‘ fOCUS on C//ln/'Ca/ As the nation’s leading home health care provider,
Gentiva Health Services (Nasdaq: GTIV) has a history of

exce//en(_‘e a//OWS Genf/'va ‘s clinical excellence spanning more than three decades.
. . The backbone of our company is a highly skilled
,Oai“/enfs to COﬂV&/@SC@ in the caregiving team providing direct service in more than

200 communities. In addition, we offer nationwide

comfort of their own homes coverage through CareCentrix®, our outsourcing

network operation. Each year, we bring home health

and COmmUNiﬁeS amo”g services to approximately 500,000 people across the
family and friends. United States.

The high quality of Gentiva’s service is the result of the
company’s commitment to excellence in all aspects of
our business. First, our proprietary LifeSmart™ care
protocols were created to guide our caregivers in
providing quality care on a consistent basis. Second,
we have a proactive compliance program that
promotes ethical business practices through policy and
procedure, internal process review, training, monitoring
and supporting of all aspects of the business. And
third, we are dedicated to the training and continuing
education of our associates. Gentiva University, one of
many training initiatives, is an online learning center,
cffering more than 200 courses via the Internet.

We receive referrals for services from physicians,
hospitals and other care facilities. These services are
reimbursed through contracts and agreements with
managed care organizations, insurance companies,
Medicare, Medicaid and other government programs
as well as individuals.

Tnir services include skilled nursing; physical,
== occupational, speech and other therapies; social work;
nutrition; disezse management education; wound care;
ana assistance with daily living activities. Through
Carclontrix, wo offer a comprehensive, integrated
FSOIUTION to managed care and insurance organizations
for ounaurdng home health benefits, including
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To Our Shareholders:

Gentiva Health Services emerged from June 2002 with its
sole focus on home health, a result of the company’s
divestiture of its Specialty Pharmaceutical Services (SPS)

ELDERLY POPULATION GROWTH O
60

50
o3k

(65+ population in millions)

operation. The following months as a stand-alone home 60 i
. " . 40 | [
health company proved challenging and exciting as we built EN ' ‘ 1 ]
on our market leadership position in this growing industry. " L wo| I L
2000 2005E 2010E 2015E 2020E

Trends indicate that our industry will experience significant growth as baby-
boomers reach retirement. The U.S. Census Bureau estimates that the age 65
and older population will increase by more than 50% from its 2000 level of 34.9 million to 53.7 million by 2020. Other
factors play a role in driving demand, including increased longevity, growing incidence of chronic disease and the
preference for recovering and aging in the home. With advances in health, medicine and technology, we now have the
ability to treat many medical conditions in the home instead of in medical facilities.

(1) Source: U.S. Census Bureau,

Home health is a growing and rewarding industry. Customers are finding home health care 1o be a more affordable and
attractive option as its cost efficiency and clinical effectiveness are becoming more widely recognized. We expect
patients and their families to directly increase the demand for home- and community-based health services as they
appreciate having the option of one-to-one attention in the comfort and privacy of their own homes. We believe that
providing patients with the choice of home health services aliows them to make important quality-of-life decisions.

 ransition

] The year's financiai results reflected our goals for ¢ Shifted our sales focus to help mitigate B
growth and performance. Net revenues from reimbursement risks. 5
continuing operations rose 5.3% to $768.5 million as « Continued expansion of our ST L
a result of growth in our Medicare and commercial services through specialty e I
insurance business, even as we tempered our programs. Gentiva introduced
: involvement in certain Medicaid plans. In addition, as this strategy first with Rehab
= described more fully in the accompanying Form 10-K, Without Walls®, our home-
: 3 we achieved some important milestones: and community-based
= , . . L neuro-rehabilitation
| ¢ Divested a major business unit with no
*E D, t ,d ‘ ,b t : th ¢ program. In 2002, we
= disruption in service. Substantially all o the expanded this approach
~3 proceeds from the sale of the SPS operation with the introduction of Yo
were distributed to shareholders in the form more than 40 Orthopedic 3
of a special dividend. Programs operating within
* Executed a cash tender offer for vested stock our Medicare-certified _
options to reduce future dilution. branches. We believe this focus
‘ brings improved clinical
e Evaluated and adjusted our corporate support outcomes. market differentiation o
structure and reduced our expenses in this and great(’er prospects for growth N
area by more than $10 million on an ' e
annualized basis. Our 2002 operating results and balance sheet

o Improved days sales outstanding by 15% to demonstrate that Gentiva is on sound footing

59 days at year end 2002, compared with 68 in our first year as a stand-alone home health
days at year end 2001. services company.
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Gentiva operates more than
350 direct service delivery units
and provides national coverage
through CareCentrix.
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We are now leveraging all of Gentiva's sirengihs-—our
experienced team, our clinical excellence, our financial

p0osition, our geographic scope and our range of services—
in order to further strengthen our leadership position and
potential, with our focus on the following initiatives:

Continuing to improve job satisfaction for our
caregivers by way of training and development,
career pathing and enhanced benefits. We will
continue to invest in technology that will help
caregivers deliver better and more efficient
service, increase their focus on patient care and
give them a greater sense of job fulfillment.

Expanding our managed care focus by
comrmunicating the value of our CareCentrix
offering to potential customers. This approach is
a differentiator in the marketplace, providing
customers with a continuum of support services
ranging from local home health care to the
outsourcing of the home care benefit
administration.

Continuing to develop additional specialty
programs to complement our disease
management capabilities. \ &
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The number of Medicare beneficiaries is expected to

| increase by more than 50% by 2020 as the baby- i
- ! boomer generation matures. Spending for home {
1 } health care is expected to double during this decade. f
! Demographic trends and rising costs will place heavy R !
: demands on the health care delivery system in the e R R :

United States, and we believe that home health care e e s e
will emerge as a premier alternative for delivery of ' o
dlinically effective and cost-efficient therapies. AR SR E

Our services, however, reach far beyond this o
demographic group. We offer broad geographic and -
‘? service capabilities for all patient groups from children

through older adults. The total market for home health

care is growing, and Gentiva is ideally positicned to

capitalize on growth opportunities.

]

i

£

£

How will we do that? We will depend on the strength

of our assets—our people, our vision and our

resources. We are firmly committed to building value

for every group that has placed their trust in Gentiva—
t patients, caregivers, administrative associates,

e customers and shareholders, alike.

b et 2. e 5

= i We appreciate your interest in and support of Gentiva
— ; Health Services, a company where, we believe, the
] best is yet to come.

: Ron Malone
Chatrman and Chief Executive Officer
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SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FCRM 10-K

[X] ANNUAL REPORT PURSUANT TO SECTION 13 CR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the fiscal year ended December 29, 2002
Commission File No. 1-15669

GENTIVA HEALTH SERVICES, INC.
(Exact name of registrant as specified in its charter)

DELAWARE 36-433-5801
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)

3 Huntington Quadrangle 2S. Melville, New York 11747-8943
(Address of principal executive offices) (Zip Code)

Registrant’s telephone number, including area code: (631) 501-7000
Securities registered pursuant to Section 12(b) of the Act:

Title of each class Name of each exchange on which registered
Common Stock, par value $.10 per share NASDAQ

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13
or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that
the registrant was required to file such reports), and (2) has been subject to such filing requirements for the past
90 days.

Yes X No _

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not
contained herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or informa-
tion statements incorporated by reference in Part III of this Form 10-K or any amendment to this Form 10-K. [ ]

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the
Act).
Yes X No _

The aggregate market value of the registrant’s Common Stock held by non-affiliates of the registrant as
of June 28, 2002, the last business day of registrant’s most recently completed second fiscal quarter, was
$221,291,760 based on the closing price of the Common Stock on The Nasdaq National Market on such date.

The number of shares outstanding of the registrant’s Common Stock, as of March 11, 2003, was
26,756,446,

DOCUMENTS INCORPORATED BY REFERENCE

Certain information to be included in the registrant’s definitive Proxy Statement, to be filed not later
than 120 days after the end of the fiscal year covered by this Report, for the registrant’s 2003 Annual Meeting of
Shareholders is incorporated by reference into PART III hereof.




ownership of the mark by the Company in connection with its goods or services and constitutes constructive no-’
tice throughout the United States of such ownership. Management believes that the Company’s name and trade-
marks are important to its operations and intends to continue to renew the trademark registrations thereof.

Business Environment

Factors that the Company believes have contributed and will contribute to the development of home
health services primarily include recognition that home health services can be a cost-effective alternative to
lengthy, more expensive institutional care; aging demographics; increasing consumer awareness and interest in
home health services; the psychological benefits of recuperating from an illness or accident in one’s own home;
and advanced technology that allows more health care procedures to be provided at home.

The Company is actively pursuing relationships with managed care organizations to secure additional
managed care contracts. The Company believes that its nationwide network of providers, financial resources,
and the quality, range and cost-effectiveness of its services are important factors as it seeks opportunities in its
managed care relationships in a consolidating home health services industry. In addition, the Company believes
that it has the local relationships, the knowledge of the regional markets in which it operates, and the cost-
effective, comprehensive services and products required to compete effectively for managed care contracts and
other referrals. The Company offers the direct and managed provision of care as a single source, which it be-
lieves optimizes utilization.

Marketing and Sales

In general, the Company obtains patients and clients through personal and corporate sales presentations,
telephone marketing calls, direct mail solicitation, referrals from other clients and advertising in a variety of local
and national media, inciuding the Yellow Pages, newspapers, magazines, trade publications and radio. The
Company also maintains an Internet website (www.gentiva.com) that describes the Company, its services and
products. Marketing efforts also involve personal contact with physicians, hospital discharge planners, and case
managers for managed health care programs, such as those involving health maintenance organizations and pre-
ferred provider organizations, insurance company representatives and employers with self-funded employee
health benefit programs. The Company also empowers its branch directors with a high level of responsibility,
providing incentives to manage the business effectively at the local level, within the limits of the Company’s
policies and programs.

Competitive Position

The home health services industry in which the Company operates is highly competitive and frag-
mented. Home health care providers range from facility-based (hospital, nursing home, rehabilitation facility,
government agency) agencies to independent companies to visiting nurse associations and nurse registries. They
can be not-for-profit organizations or for-profit organizations. In addition, there are relatively few barriers to
entry in some of the home health services markets in which the Company operates. The Company’s primary
competitors for its home health nursing business are hospital-based home health agencies, local home health
agencies and visiting nurse associations. Based on information contained in the Center for Medicare and Medi-
caid Services website, a government website containing information on the home health care market in 2001, the
Company believes its home health services business holds approximately a 2% to 3% market share. The Com-
pany competes with other home health care providers on the basis of availability of personnel, quality and exper-
tise of services and the value and price of services. The Company believes that it has a favorable competitive
position, attributable mainly to its nationwide network of providers and the consistently high quality and targeted
services it has provided over the years to its patients, as well as to its screening and evaluation procedures and
training programs for caregivers.

The Company expects that industry forces will impact it and its competitors. The Company’s competi-
tors will likely strive to improve their service offerings and price competitiveness. The Company also expects its
competitors to develop new strategic relationships with providers, referral sources and payors, which could result
in increased competition. The introduction of new and enhanced services, acquisitions and industry consolida-
tion and the development of strategic relationships by the Company’s competitors could cause a decline in sales
or loss of market acceptance of the Company’s services or price competition, or make the Company’s services
less attractive.




Source and Availability of Personnel

To maximize the cost effectiveness and productivity of caregivers, the Company utilizes customized
processes and procedures that have been developed and refined over the years. Personalized matching to recruit
and select applicants who fit the patients’ individual needs is achieved through initial applicant profiles, personal
interviews, skill evaluations and background and reference checks. Caregivers are recruited through a variety of
sources, including advertising in local and national media, job fairs, solicitations on websites, direct mail and
telephone solicitations, as well as referrals obtained directly from clients and other caregivers. Caregivers are
generally paid on a per visit, per shift, per hour or per diem basis, or are employed on a full-time salaried basis.
The Company, along with its competitors, is currently experiencing a shortage of licensed professionals. A con-
tinued shortage of professionals could have a material adverse effect on the Company’s business.

Number of Persons Employed

At December 29, 2002, the Company had approximately 3,250 full-time administrative staff and ap-
proximately 500 salaried caregivers. The Company also employs caregivers on a temporary basis, as needed, to
provide home health services. In fiscal 2002, the average number of non-salaried caregivers employed on a
weekly basis in its home health services business was approximately 12,650. The Company believes that its rela-
tionships with its employees are generally good.

Specialty Pharmaceutical Services

The assets of the SPS business sold by the Company to Accredo on June 13, 2002 were used by the
Company in the business of:

o the distribution of drugs and other biological and pharmaceutical products and professional support
services for individuals with chronic diseases, such as hemophilia, primary pulmonary hypertension,
autoimmune deficiencies and growth disorders;

o the administration of antibiotics, chemotherapy, nutrients and other medications for patients with
acute or episodic disease states;

o distribution services for pharmaceutical, biotechnology and medical service firms; and

o clinical support services for pharmaceutical and biotechnology firms.

The SPS business provided a wide range of home infusion therapies and also addressed therapeutic, so-
cioeconomic, psychosocial and professional support needs for individuals with rare, chronic diseases including
hemophilia, primary pulmonary hypertension and growth disorders.

For a discussion of certain regulations to which the Company’s business is subject, see “Regulations”
under Item 3, “Legal Proceedings,” below.

Subsequent to the sale of the SPS business, the Company has operated its remaining home health ser-
vices business as a single reporting unit. Financial information relating to the home health services business is
found in the consolidated financial statements of the Company and its subsidiaries which are included in this re-
* port. (See Note 3 to the consolidated financial statements.)

The Company has historically experienced a seasonal dectine in the demand for its home health services
during the third fiscal quarter.

Available Information

The Company’s Internet address is www.gentiva.com. The Company makes available free of charge on
or through its Internet website its annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on
Form 8-K and amendments to those reports, filed or furnished pursuant to Section 13(a) or 15(d) of the Securities
Exchange Act of 1934 on or after November 15, 2002, as soon as reasonably practicable after such material has
been filed with, or furnished to, the SEC.




RISK FACTORS

This annual report on Form 10-K contains forward-looking statements which involve a number of risks,
uncertainties and assumptions. Actual results could differ materially from those discussed in the forward-looking
statements. Factors that could cause actual results to differ materially include, without limitation, the risk factors
discussed below and elsewhere in this annual report.

Risks Related to the Company’s Business and Industry
The Company's growth strategy may not be successful.

The future growth of the Company’s business and its future financial performance will depend on,
among other things, its ability to increase its revenue base through a combination of internal growth and strategic
ventures, including acquisitions. The Company’s home health services business experienced no growth during the
fiscal periods from 1998 through 2001. During fiscal 2002, revenue from the Company’s home health services
business grew 5.3%; however, future revenue growth cannot be assured as it is subject to the effects of competi-
tion, various risk factors including the uncertainty of Medicare, Medicaid, and private health insurance reim-
bursement, the ability to generate new and retain existing contracts with major payor sources and the ability to
attract and retain qualified personnel.

Competition among home health care companies is intense.

The home health services industry is highly competitive. The Company competes with a variety of other
companies in providing home health services, some of which may have greater financial and other resources and
may be more established in their respective communities. Competing companies may offer newer or different
services than the Company and may thereby attract customers who are presently receiving the Company’s home
health services.

The cost of health cave is funded substantially by government and private insurance programs. If such
Sunding becomes limited or unavailable to the Company’s customers, its business may be adversely im-
puacted.

Third-party payors include Medicare, Medicaid and private health insurance providers. Third-party pay-
ors are increasingly challenging prices charged for health care services. The Company cannot be assured that its
services will be considered cost-effective by third-party payors, that reimbursement will be available, or that pay-
ors' reimbursement policies will not have a material adverse effect on the Company’s ability to sell its services on
a profitable basis, if at all. The Company cannot control reimbursement rates or policies for a significant portion
of its business.

Possible changes in the case mix of patients, as well as payor mix and payment methodologies may
have a material adverse effect on the Company’s profitability.

The sources and amounts of the Company’s patient revenues will be determined by a number of factors,
including the mix of patients and the rates of reimbursement among payors. Changes in the case mix of the pa-
tients as well as payor mix among private pay, Medicare and Medicaid may significantly affect the Company’s
profitability. In particular, any significant increase in the Company’s Medicaid population or decrease in Medi-
caid payments could have a material adverse effect on its financial position, results of operations and cash flow,
especially if states operating these programs continue to limit, or more aggressively seek limits on, reimburse-
ment rates.

The loss of significant contracts could have a material adverse effect on the Company’s financial condi-
tion and results of operations.

The Company has entered into service agreements with a number of managed care organizations to pro-
vide, or contracted with third party providers to provide, home nursing services, acute and chronic infusion
therapies, durable medical equipment and respiratory products and services to patients insured by those organiza-
tions. One such contract with Cigna accounted for 38% of the Company’s total net revenues for the year ended

-5-




—<—

December 29, 2002. If the Cigna contract or any other similar significant contract were to terminate, it could
materially adversely affect the Company’s financial condition and results of operations.

Further consolidation of managed care organizations and other third-party payors may adversely
affect the Company’s profits.

Managed care organizations and other third-party payors have continued to consolidate in order to en-
hance their ability to influence the delivery of healthcare services. Consequently, the healthcare needs of a large
percentage of the United States population are increasingly served by a smaller number of managed care organi-
zations. These organizations generally enter into service agreements with a limited number of providers for
needed services. To the extent that such organizations terminate the Company as a preferred provider and/or
engage its competitors as a preferred or exclusive provider, the Company’s business could be adversely affected.
In addition, private payors, including managed care payors, could seek to negotiate additional discounted fee
structures or the assumption by healthcare providers of all or a portion of the financial risk through prepaid capi-
tation arrangements.

The Company and the healthcare industry continue to experience shortages in qualified home health
service caregivers.

The Company competes with other healthcare providers for its employees. As the demand for home
health services continues to exceed the supply of available and qualified staff, the Company and its competitors
. have been forced to offer more attractive wage and benefit packages to these professionals. Furthermore, the
. competitive arena for this shrinking labor market has created turnover as many seek to take advantage of the sup-
ply of available positions, each offering new and more attractive wage and benefit packages. In addition to the
wage pressures inherent in this environment, the cost of training new employees amid the turnover rates has
caused added pressure on the Company’s operating margins.

The recent economic downturn may reduce reimbursement and covered services.

Recent data compiled by the National Conference of State Legislatures indicates that the recent eco-
nomic downturn has had a detrimental effect on state revenues. Historically, these budget pressures have trans-
lated into reductions in state spending. Given that Medicaid outlays are a significant component of state budgets,
the Company expects continuing cost containment pressures on Medicaid outlays for the Company’s services in
the states in which it operates. In addition, the economic downturn may also impact the number of enrollees in
managed care programs as well as the profitability of managed care companies which could result in reduced
reimbursement rates.

The terrorist attacks of September 11, 2001 and the military and security activities which followed have
impacted the United States economy and government spending priorities, and the effects of any further such de-
velopments pose risks and uncertainties to all U.S.-based businesses, including Gentiva. Deficit spending by the
government as the result of adverse developments in the economy and costs of the government’s response to the
terrorist attacks could lead to increased pressure to reduce government expenditures for other purposes, including
governmentally funded programs such as Medicare.

The agreement governing the Company’s existing revolving credit facility contains and fitture debt
agreements may contain, various covenants that limit the Company’s discretion in the operation of its
business.

The agreement and instruments governing the Company’s existing revolving credit facility contain, and
the agreements and instruments governing its future debt agreements may contain various restrictive covenants
that, among other things, require it to comply with or maintain certain financial tests and ratios and restrict the
Company’s ability to:

o  incur more debt;
o  pay dividends, redeem stock or make other distributions;
o make certain investments;
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create liens;

enter into transactions with affiliates;
make acquisitions;

merge or consolidate; and

transfer or sell assets.

e ® €& & o

The Company’s ability to comply with these covenants is subject to various risks and uncertainties. In
addition, events beyond the Company’s control could affect its ability to comply with and maintain the financial
tests and ratios. Any failure by the Company to comply with or maintain all applicable financial tests and ratios
and to comply with all applicable covenants could result in an event of default with respect to its existing revolv-
ing credit facility or future debt agreements. This could lead to the acceleration of the maturity of and the termi-
nation of the commitments to make further extension of credit. The Company has no outstanding debt as of De-
cember 29, 2002 but could incur debt in the future. If the Company were unable to repay debt to its senior lend-
ers, these lenders could proceed against the collateral securing that debt. Even if the Company is able to comply
with all applicable covenants, the restrictions on its ability to operate its business at its sole discretion could harm
its business by, among other things, limiting its ability to take advantage of financing, mergers, acquisitions and
other corporate opportunities.

= The Company has risks related to obligations under its insurance programs.

The Company is obligated for certain costs under various insurance programs, including employee
health and welfare, workers compensation and professional liability. The Company may be subject to workers
compensation claims and lawsuits alleging negligence or other similar legal claims. The Company maintains
various insurance programs to cover these risks but is substantially self-insured for most of these claims. The
Company also may be subject to exposure relating to employment law and other related matters for which the
Company does not maintain insurance coverage. The Company believes that its present insurance coverage and
~reserves are sufficient to cover currently estimated exposures; however, there can be no assurance that the Com-
pany will not incur liabilities in excess of recorded reserves or in excess of its insurance limits.

The Company has risks resulting from the sale of its SPS business.

Lot

The Company has agreed to indemnify Accredo for losses suffered or incurred by Accredo and its affili-
ates arising from the retained liabilities of the Company, breaches of the Company’s representations, warranties,
covenants or agreements under the asset purchase agreement between the Company and Accredo dated January
2, 2002, or agreements delivered pursuant thereto, failure to deliver good, valid and marketable title to the assets
of the SPS business, and specified tax liabilities of the Company, including those related to the Company’s split-
off from Olsten Corporation. The liabilities retained by the Company include litigation and causes of action aris-
ing prior to the closing of the sale of the SPS business. The Company is unable to predict the amount, if any, that
may be required for it to satisfy its indemnification obligations under the asset purchase agreement. Should any
significant payment be required, the Company may not have sufficient funds available to satisfy its potential in-
demnification obligations or may not be able to obtain the funds on terms satisfactory to the Company, if at all.

In addition, with the sale of the SPS business, the Company 1s no longer able to deliver specialty phar-
maceutical services, including the distribution of chronic drugs and therapies and the provision of acute infusion
services, directly to payors and managed care providers, but will need to depend fully on subcontracts with third
parties, including Accredo. As a result, the Company may be more susceptible to fluctuations in volume and in
the prices it pays to third parties for those services. These fluctuations in pricing may add to the cost of provid-
ing the services and, as a result, adversely impact the Company’s profitability.

Risks Related to Health Care Regulation

Legislative and regulatory actions resulting in changes in reimbursement rates or methods of payment
Jrom Medicare and Medicaid, or implementation of other measures to reduce reimbursement for the
Company’s services, may have a material adverse effect on its revenues and operating margins.




In fiscal 2002, the Company received 43% of its net revenues from Medicare and Medicaid, state and
local reimbursement programs. The healthcare industry is experiencing a strong trend toward cost containment,
as the government seeks to impose lower reimbursement and utilization rates and negotiate reduced payment
schedules with providers. These cost containment measures generally have resulted in reduced rates of reim-
bursement for services that the Company provides.

In addition, the timing of payments made under these programs is subject to regulatory action and gov-
ernmental budgetary constraints. For certain Medicaid programs, the time period between submission of claims
and payment has increased. Further, within the statutory framework of the Medicare and Medicaid programs,
there are a substantial number of areas subject to administrative rulings and interpretations that may further affect
payments made under those programs. Additionally, the federal and state governments may in the future reduce
the funds available under those programs or require more stringent utilization and quality reviews of providers.
Moreover, there can be no assurances that adjustments from Medicare or Medicaid audits will not have a material
adverse effect on the Company.

The Benefits Improvement and Protection Act of 2000 mandates a phase out of intergovernmental trans-
fer transactions by states whereby states inflate the payments to certain public facilities to increase federal match-
ing funds. This action may reduce federal support for a number of state Medicaid plans. The reduced federal
payments may adversely affect aggregate available funds, thereby requiring states to reduce payments to all pro-
viders. The Company operates in several of the states that will experience a contraction of federal matching
funds. With the repeal of the federal payment standards, there can be no assurances that budget constraints or
other factors will not cause states to reduce Medicaid reimbursement or that payments will be made on a timely
basis, thereby adversely affecting payments made under these Medicaid programs.

The Company conducts business in a heavily regulated industry, and changes in regulations and viola-
tions of regulations may result in increased costs or sanctions.

The Company’s business is subject to extensive federal, state and, in some cases, local regulation. Com-
pliance with these regulatory requirements, as interpreted and amended from time to time, can increase operating
costs or reduce revenue and thereby adversely affect the financial viability of the Company’s business. Because
these laws are amended from time to time and are subject to interpretation, the Company cannot predict when and
to what extent liability may arise. Failure to comply with current or future regulatory requirements could also
result in the imposition of various remedies, including fines, the revocation of licenses or decertification. Unan-
ticipated increases in operating costs or reductions in revenue could adversely affect the Company’s liquidity.

The Company is subject to periodic audits by the Medicare and Medicaid programs, which have vari-
ous rights and remedies against the Company if they assert that the Company has overcharged the pro-
grams or failed to comply with program requirements.

The operation of the Company’s home health services business is subject to federal and state laws pro-
hibiting fraud by healthcare providers, including laws containing criminal provisions, which prohibit filing false
claims or making false statements in order to receive payment or obtain certification under Medicare and Medi-
caid programs, or failing to refund overpayments or improper payments. Violation of these criminal provisions is
a felony punishable by imprisonment and/or fines. The Company may also be subject to fines and treble damage
claims if it violates the civil provisions that prohibit the knowing filing of a false claim or the knowing use of
false statermnents to obtain payment. State and federal governments are devoting increased attention and resources
to anti-fraud initiatives against healthcare providers. The Health Insurance Portability and Accountability Act of
1996 (“HIPAA”) and the Balanced Budget Act of 1997 (“BBA”) expanded the penalties for health care fraud,
including broader provisions for the exclusion of providers from the Medicare and Medicaid programs. The
Company has established policies and procedures that it believes are sufficient to ensure that it will operate in
substantial compliance with these anti-fraud and abuse requirements, inciuding the Company’s Corporate Integ-
rity Agreement. While the Company believes that its business practices are consistent with Medicare and Medi-
caid programs criteria, those criteria are often vague and subject to change and interpretation. The imposition of
fines, criminal penalties or program exclusions could have a material adverse effect on the Company’s financial
condition, results of operations and cash flows.
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The Company is also subject to federal and state laws that govern financial and other arrangements be-
tween healthcare providers.

These laws often prohibit certain direct and indirect payments or fee-splitting arrangements between
healthcare providers that are designed to encourage the referral of patients to a particular provider for medical
products and services. Furthermore, some states restrict certain business relationships between physicians and
other providers of healthcare services. Many states prohibit business corporations from providing, or holding
themselves out as a provider of, medical care. Possible sanctions for violation of any of these restrictions or pro-
hibitions include loss of licensure or eligibility to participate in reimbursement programs and civil and criminal
penalties. These laws vary from state to state, are often vague and have seldom been interpreted by the courts or
regulatory agencies.

The Company faces additional federal requirements that mandate major changes in the transmission
and retention of health information.

HIPAA was enacted to ensure that employees can retain and at times transfer their health insurance
when they change jobs and to simplify health care administrative processes. This simplification includes ex-
panded protection of the privacy and security of personal medical data and requires the adoption of standards for
the exchange of electronic health information. Among the standards that the Secretary of Health and Human
Services will adopt pursuant to HIPAA are standards for electronic transactions and code sets, unique identifiers
for providers, employers, health plans and individuals, security and electronic signatures, privacy and enforce-
ment. Although HIPAA was intended to ultimately reduce administrative expenses and burdens faced within the
healthcare industry, the Company believes that implementation of this law will result in additional costs. Failure
to comply with HIPAA could result in fines and penalties that could have a material adverse effect on the Com-

pany.

Item 2. Properties

The Company’s headquarters is leased and is located at 3 Huntington Quadrangle 2S, Melville, New
York 11747-8943. Other major regional administrative offices leased by the Company are located in Overland
Park, Kansas; Phoenix, Arizona; Hartford, Connecticut; Tampa, Florida; and Houston, Texas. The Company
also maintains leases for other offices and locations on various terms expiring on various dates.

Item 3. Legal Proceedings

Litigation

In addition to the matters referenced in this Item 3, the Company is party to certain legal actions arising
in the ordinary course of business including legal actions arising out of services rendered by its various cpera-
tions, personal injury and employment disputes.

Cooper v. Gentiva CareCentrix, Inc. t/a/d/b/a/ Gentiva Health Services, U.S. District Court (W.D.
Penn), Civil Action No. 01-0508. On January 2, 2002, this amended complaint was served on the Company al-
leging that the defendant submitted false claims to the government for payment in violation of the Federal False
Claims Act, 31 U.S.C. 3729 et seq., and that the defendant had wrongfully terminated the plaintiff. The plaintiff
claimed that infusion pumps delivered to patients did not supply the full amount of medication, allegedly result-
ing in substandard care. Based on a review of the court’s docket sheet, the plaintiff filed a complaint under seal
in March 2001. In October 2001, the United States government filed a notice with the court declining to inter-
vene in this matter, and on October 24, 2001, the court ordered that the seal be lifted. The Company filed its
responsive pleading on February 25, 2002, and discovery has now commenced. The Company has denied the
allegations of wrongdoing in the complaint and intends to defend itself vigorously in this matter. This case is in
discovery, and the Company is unable to assess the probable outcome or potential liability, if any, arising from
this matter; therefore, a range of damages, if any, cannot be determined.

United States of America ex rel. Lee Einer v. Qlsten Corporation, No. CIV-5-99-0860 DFL/DAD, U.S.
District Court for the Eastern District of California. On November 1, 2001, the Company received notice of the
entry of an Order dated October 25, 2001, unsealing the referenced complaint. As recited in the Order unsealing
the complaint, the United States gave notice to the District Court that the United States was declining to intervene
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in the action. The Company believes that it was this complaint that gave rise to a document subpoena served on
the Company in December 1999 from the Department of Health and Human Services, Office of Inspector Gen-
eral, and Office of Investigations. The Company acknowledged service of the complaint on November 29, 2001
and timely filed responsive pieadings to the complaint. On October 30, 2002, the relator dismissed the action
with prejudice, and the government consented to the dismissal, without prejudice to its rights.

In 1999, Kimberly Home Health Care, Inc. (“Kimberly™), one of the Company’s subsidiaries, initiated
three arbitration proceedings against hospitals owned by Columbia/HCA Healthcare Corp. (“Columbia/HCA”™)
with which Kimberly had management services agreements to provide services to the hospitals’ home health
agencies. The basis for each of the arbitrations was that Columbia/HCA sold the home health agencies without
assigning the management services agreements and, as a result, Columbia/HCA had breached the management
services agreements. In response to the arbitrations, Columbia/HCA had asserted that the arbitrations be con-
solidated and stayed, in part based upon its alleged claims against Kimberly for breach of contract, and requested
indemnity and possibly return of management fees. On November 18, 2002, the parties filed a notice of dis-
missal of the arbitrations.

Furthermore, in connection with the Split-Off, the Company agreed to assume, to the extent permitted
by law, the liabilities, if any, arising out of (and to indemnify Olsten for) the above proceedings and other liabili-
ties arising out of the home health services business, including any such Habilities arising after the Split-Off in
connection with the government investigation described below.

In addition, the Company and Accredo have agreed to indemnify each other for breaches of representa-
tions and warranties of such party or the non-fulfillment of any covenant or agreement of such party in connec-
tion with the sale of the SPS business. The Company has also agreed to indemnify Accredo for the retained li-
abilities and for tax liabilities, and Accredo has agreed to indemnify the Company for assumed liabilities and the
operation of the SPS business after the closing of the acquisition. The representations and warranties generally
survive for the period of two years after the closing of the acquisition, except that:

o representations and warranties related to health care compliance survive for three years after
the closing of the acquisition;

o  representations and warranties related to title of the assets and sufficiency of assets and em-
ployees survive for the applicable statute of limitations period; and

o representations and warranties related to tax matters survive until thirty days after the expira-
tion of the applicable tax statute of limitations period, including any extensions of the applica-
ble period, subject to certain exceptions.

Accredo and the Company generally may recover indemnification for a breach of a representation or
warranty only to the extent a party’s claim exceeds $1 million for any individual claim, or exceeds $5 million in
the aggregate, subject to certain conditions and only up to a maximum amount of $100 million.

These indemnification rights are the exclusive remedy from and after the closing of the acquisition, ex-
cept for the right to seek specific performance of any of the agreements in the related asset purchase agreement,
in any case where a party is guilty of fraud in connection with the acquisition, and with respect to tax liabilities
and obligations.

Government Investigation

In February 2000, the Company received a document subpoena from the Department of Health and Hu-
man Services, Office of Inspector General, and Office of Investigations. The subpoena related to its agencies’
cost reporting procedures concerning contracted nursing and home health aide costs. To the Company’s knowl-
edge, the government has not filed a complaint against the Company. The settlement of this matter was consum-
mated on September 30, 2002. (See Note 4 to the consolidated financial statements.)
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Corporate Integrity Agreement

In connection with a July 19, 1999 settlement with various government agencies, Olsten executed a cor-
porate integrity agreement with the Office of Inspector General of the Department of Health and Human Ser-
vices, which will remain in effect until August 18, 2004. The corporate integrity agreement applies to the Com-
panty’s businesses that bill the federal government health programs directly for services, such as its nursing brand
(but excludes the SPS business), and focuses on issues and training related to cost report preparation, contracting,
medical necessity and billing of claims. Under the corporate integrity agreement, the Company is required, for
example, to maintain a corporate compliance officer to develop and implement compliance programs, to retain an
independent review organization to perform annual reviews and to maintain a compliance program and reporting
systems, as well as to provide certain training to employees.

The Company’s compliance program is required to be implemented for all newly established or acquired
business units if their type of business is covered by the corporate integrity agreement. Reports under the integ-
rity agreement are to be filed annually with the Department of Health and Human Services, Office of Inspector
General. After the corporate integrity agreement expires, the Company is to file a final annual report with the
government. The Company is in compliance with the corporate integrity agreement and has timely filed all re-
quired reports. If the Company fails to comply with the terms of its corporate integrity agreement, the Company
will be subject to penalties.

Regulations

The Company’s business is subject to extensive federal and state regulations which govern, among other
things:

e Medicare, Medicaid, TRICARE and other government-funded reimbursement programs,

e  reporting requirements, certification and licensing standards for certain home health agencies;
and

e  in some cases, certificate-of-need requirements.

The Company’s compliance with these regulations may affect its participation in Medicare, Medicaid,
TRICARE and other federal health care programs. The Company is also subject to a variety of federal and state
regulations which prohibit fraud and abuse in the delivery of health care services. These regulations include,
among other things:

e  prohibitions against the offering or making of direct or indirect payments to actual or poten-
tial referral sources for obtaining or influencing patient referrals;

o rules against physicians making referrals under Medicare for clinical services to a home
health agency with which the physician or his or her immediate family member has certain
types of financial relationships;

o  laws against the filing of false claims; and

o  laws against making payment or offering items of value to patients to induce their self-
referral to the provider.

As part of the extensive federal and state regulation of the home health services business and under the
Company’s corporate integrity agreement, the Company is subject to periodic audits, examinations and investiga-
tions conducted by, or at the direction of, governmental investigatory and oversight agencies. Periodic and ran-
dom audits conducted or directed by these agencies could result in a delay in receipt, or an adjustment to the
amounts of reimbursements due or received under Medicare, Medicaid, TRICARE and other federal health pro-
grams. Violation of the applicable federal and state health care regulations can result in excluding a health care
provider from participating in the Medicare, Medicaid and/or TRICARE programs and can subject the provider
to substantial civil and/or criminal penalties.

On October 1, 2002, the reduction in home health payment limits mandated under the BBA became ef-
fective. The Center for Medicare and Medicaid Services estimates that the reduction in payment limits will re-
duce payments under the Medicare program to home health agencies for open episodes of care on or after Octo-
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ber 1, 2002 by approximately 7 percent. Simultaneous with this reduction, market basket rate increases of 2.1
percent adjusted for certain wage indices were also implemented, resulting in an overall reduction in reimburse-
ment rates of approximately 4.9 percent. This reduction had a negative impact of approximately $2.0 million on
net revenues for the fiscal year ended December 29, 2002. Although a further market basket rate increase is
scheduled to become effective Cctober 1, 2003, that increase is currently under Congressional review. In addi-
tion, Medicare reimbursement related to home health services performed in specifically defined rural areas of the
country will be further reduced as the 10 percent rural add-on provision for home health services is scheduled to
expire as of April 1, 2003. The 10 percent rural add-on provision positively impacted the Company’s net reve-
nues by approximately $2 million for fiscal year 2002. Further, reductions in Medicaid reimbursement rates and
limitations on payment increases may also occur.

Ttem 4. Submission of Matters to a Vote of Security Holders
No matters were submitted to a vote of security holders during the fourth quarter of fiscal 2002.
Executive Officers of the Company

The following table sets forth certain information regarding each of the Company’s executive officers as
of March 11, 2003:

Executive Position and Offices
Name Officer Since Age  with the Company
Ronald A. Malone 2000 48 Chief Executive Officer and Chairman of
the Board
Vemon A. Perry, Jr. 1999 51 President and Chief Operating Officer
Robert Creamer 2002 44 Senior Vice President, Financial Opera-

tions, and Chief Information Officer
Mary Morrisey Gabriel 2002 37 Senior Vice President, Sales

John R. Potapchuk 2001 50 Senior Vice President, Chief Financial
Officer, Treasurer and Secretary

Christopher L. Anderson 2001 31 Vice President, Audit Services and Quality
Assurance, and Chief Compliance Officer

The executive officers are elected annually by the Board of Directors.
Ronald A, Malone

Mr. Malone has served as chief executive officer and chairman of the board of the Company since June
2002. He served as executive vice president of the Company from March 2000 to June 2002. Prior to joining
the Company, he served in various positions with Olsten, including executive vice president of Olsten and presi-
dent, Olsten Staffing Services, United States and Canada, from January 1999 to March 2000. From 1994 to De-
cember 1998, he served successively as Olsten’s senior vice president, southeast division; senior vice president,
operations; and executive vice president, operations.

Vernon A. Perry, Jr.

Mr. Perry has served as president and chief operating officer of the Company since June 2002. He
served as senior vice president of the Company from November 1999 to June 2002, From 1996 to 1999, he
served as senior vice president of CareCentrix for Glsten Health Services. He joined Olsten in 1994 as vice
president for business development.
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Reobert Creamer

Mr. Creamer has served as senior vice president, financial operations, and chief information officer of
the Company since June 2002. Prior thereto he served in various corporate financial management positions with
the Company and Olsten Health Services, including vice president of finance-CareCentrix, vice president of fi-
nancial operations and vice president of finance — Specialty Pharmaceutical Services. He first joined Clsten in
1991.

Mary Morrisey Gabriel

Ms. Morrisey Gabriel has served as senior vice president, sales, of the Company since July 2002. From
March 2000 to June 2002, Ms. Morrisey Gabriel served as senior vice president of National Accounts/North
American Sales of Adecco, a staffing services company. From October 1998 to March 2000, she served as Ols-
ten’s senior vice president of national accounts and prior thereto was Olsten’s vice president of national ac-
counts/business development.

John R. Potapchuk

Mr. Potapchuk has served as senior vice president, chief financial officer, treasurer and secretary of the
Company since June 2002. He served as vice president of finance and controller of the Company from March
2000 to June 2002. He joined Olsten in 1991 and served in various corporate financial management positions
with Olsten Health Services, including vice president and operations controller and vice president of finance.
Prior to that, Mr. Potapchuk served in senior management positions for PricewaterhouseCoopers LLP and
Deloitte & Touche.

Christopher L. Anderson

Mr. Anderson has served as the chief compliance officer and vice president of audit services and quality
assurance of the Company since March 2000. He served as chief compliance officer of Olsten from November
1998 to March 2000. From 1996 to 1998, Mr. Anderson was vice president of compliance and government af-
fairs of Housecall Medical Resources, Inc., a home care service company.

PART IT

Item 5. Market for Registrant’s Common Equity and Related Stockholder Matters
Market information

The Company’s common stock is quoted on The Nasdaq National Market under the symbol “GTIV”.

The following table sets forth the high and low bid information for shares of the Company’s common
stock for each quarter during fiscal 2001 and 2002:

2001 High Low
1*" Quarter $20.38 $13.06
2™ Quarter 23.50 15.60
3 Quarter 20.90 16.35
4™ Quarter 22.44 15.66
2002 (1) High Low
1% Quarter $25.39 $20.65
2" Quarter 27.55 7.90
3" Quarter 9.29 6.72

4™ Quarter 8.86 7.10




(1) On June 13, 2002, the Company paid a special dividend to its shareholders consisting of $7.76 cash and
0.19253 shares of Accredo common stock per share of Gentiva common stock (valued at $9.99 per
share based on the June 13, 2002 closing price of $51.89 per share of Accredo common stock) follow-
ing the sale of the Company’s SPS business to Accredo. The total value of the special dividend
amounted to $17.75 per share.

Holders

As of March 11, 2003, there were approximately 2,350 holders of record of the Company’s common
stock (including participants in the Company’s employee stock purchase plan, brokerage firms holding the Com-
pany’s common stock in “street name” and other nominees).

Dividends

Except for the special dividend in cash (87.76) and in kind (0.19253 shares of Accredo common stock)
per share of Gentiva common stock paid in June 2002, the Company has never paid any cash dividends on its
common stock. The Company does not currently expect to pay any dividends on its common stock. Any future
payments of dividends and the amount of the dividends will be determined by the board of directors from time to
time based on the Company’s results of operations, financial condition, cash requirements, future prospects and
other factors deemed relevant by the Company’s board of directors, including any substantive change in the
United States Tax Code. In addition, the Company’s credit facility also contains restrictions on the Company’s
ability to declare and pay dividends. See Item 7, “Management’s Discussion and Analysis of Financial Condition
and Results of Operations.”

Item 6. Selected Financial Data

The following table provides selected historical consolidated financial data of the Company as of and
for each of the fiscal years in the five-year period ended December 29, 2002. The data have been derived from
the Company’s audited consolidated financial statements. The historical consolidated financial information pre-
sents the Company’s results of operations and financial position as if the Company were a separate entity from
Olsten for all years presented.

In addition, the operating results of the SPS business through the closing date of the sale to Accredo, in-
cluding corporate expenses directly attributable to SPS operations, restructuring and special charges related to
the SPS business, as well as the gain on the sale, net of transaction costs and related income taxes, are reflected
as discontinued operations in the accompanying consolidated statements of operations. Continuing operations
includes the results of the Home Health Services business, including corporate expenses that did not directly re-
late to SPS, as well as restructuring and special charges. In addition, for fiscal 2000, 1999 and 1998, continuing
operations included the health care staffing services business and Canadian operations which were sold during
the fourth quarter of fiscal 2000. Results of all prior periods have been reclassified to conform to this presenta-
tion.

The historical financial information may not be indicative of the Company’s future performance and
may not necessarily reflect what the financial position and results of operations of the Company would have been
if the Company was a separate stand-alone entity during all the years presented.
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Cash

(1

@)

3

4)

()

(6)

7

(in thousands, except per share amounts) Fiscal Year Ended
2002 2001 2000 1999 1998
Statement of Operations Data {53 weeks)
Net revenues (11) $ 768,501 $ 729,577 % 881,765 $ 879,295 $ 825,747 (7)
Gross profit 247,600 (3) 245,660 273,493 (5) 285,402 249,049 (7)
Selling, general and administrative expenses (283,540) (3) (266,322) (4) (356,359) (5) (342,755) (6) (413.349) (7)
Loss from continuing operations (53,543) (13,910) (49,826} (41,077) (121,372)
Discontinued operations, net of tax (1) 191,578 34,898 (54,374) 25,991 19,907
Cumulative effect of accounting change, net of tax (2) (187,068) - - - -
Net income {loss) (49,033) (B 20,988  (4) (104200 (5  (15086) (6) (101,465 (M
Basic and diluted eamings per share:
Loss from continuing operations §  (2.09 $  (0em $ (24D $ (2.0 $  (597)
Discontinued operations, net of tax (1) 7.32 1.50 (2.64) 1.28 0.98
Cumulative effect of accounting change, net of tax (2) (7.14) - - - -
Net income (loss) (1.87) 0.90 (5.05) (0.74) (4.99)
Weighted average shares outstanding:
Basic and diluted 26,183 23,186 20,637 20,345 (8) 20,345 (8)
Balance Sheet Data (at end of year) (10)
Cash and cash equivalents $ 101,241 $ 71,980 $ 452 S 2942 $ 799
Restricted cash - 135,164 - - -
Working capital 104,339 417,949 348,684 438,536 367,915
Total assets 264,431 843,879 805,484 1,063,015 945,738
Long-term debt and other securities 20,000 78,562 86,250

Tangible net worth (9) 113,048 404,380 335,447 454,994 305,743
Special dividend per commeon share:

Value of Accredo common stock 9.99 - - . -

7.76 - - - -

For fiscal 2002, the Company sold its SPS business to Accredo in accordance with the asset purchase
agreement, dated January 2, 2002, with the sale completed on June 13, 2002. As such, the Company has
reflected discontinued operations, including the gain on sale, of $191.6 million during fiscal 2002. Re-
sults for all prior years have been reclassified to conform to this presentation. See Note 3 to the Com-
pany’s consolidated financial statements.

For fiscal 2002, the Company adopted the provisions of SFAS 142 “Goodwill and Other Intangible As-
sets” and performed a transitional impairment test, resulting in a non-cash charge of $187.1 million. See
Note 2 to the Company’s consolidated financial statements.

Net loss in fiscal 2002 reflects restructuring and other special charges aggregating $46.1 million, of
which $6.3 million is recorded in cost of services sold and $39.8 million is recorded in selling, general
and administrative expenses. See Note 4 to the Company’s consolidated financial statements. -

Net income in fiscal 2001 reflects special charges of approximately $3.0 million in connection with the
settlement of the Gile v. Olsten Corporation, et al. and the State of Indiana v. Quantum Health
Resources, Inc. and Olsten Health Services, Inc. lawsuits and for various other legal costs. These special
charges are included in selling, general and administrative expenses. See Note 4 to the Company’s
consolidated financial statements.

Net loss for fiscal 2000 reflects restructuring and other special charges aggregating $153.2 million, of
which $97.0 million related to discontinued operations and $56.2 million related to continuing
operations. Restructuring and special charges of $8.5 million are included in cost of services sold and
$47.7 million is included in selling, general and administrative expenses. See Note 4 to the Company’s
consolidated financial statements. Net loss for fiscal 2000 also reflects a gain of $36.7 million relating
to the sale of the Company’s staffing services business and Canadian operations.

Net loss for fiscal 1999 reflects a restructuring charge of $15.2 million for the realignment of business
units as part of a new restructuring plan. This charge is included in selling, general and administrative
expenses.

Net loss in fiscal 1998 reflects restructuring and other special charges totaling approximately $122
million, of which $18 million related to discontinued operations and $104 million related to continuing
operations. These charges resulted from $66 million related to the restructuring of the Company’s
businesses and a special charge of $56 million for the settlement of two federal investigations. The
restructuring and other special charges of $104 million that related to continuing operations included a

-15-




reduction in revenues of $14 million, a charge to cost of sales of $15 million and $75 million in selling,
general and administrative expenses.

(8) Basic and diluted earnings per share and the average shares outstanding for each of the fiscal years 1998
and 1999 have been computed based on 20,345,029 shares of common stock. Such amount is based on
the number of shares of the Company’s common stock issued on March 15, 2000, the date of the split-
off. See Note 2 to the Company’s consolidated financial statements.

(9) Tangible net worth represents the amount of shareholders’ equity reduced by intangibles, principally
goodwill, net of accumulated amortization.

(10) Balance sheet data for the fiscal years ended 2001, 2000, 1999 and 1998 includes the assets of the SPS
business, which was sold to Accredo on June 13, 2002.

(11) Net revenues for fiscal 2000, 1999 and 1998 includes net revenues related to the home health services
business of $736.5 million, $727.2 million and $715.6 million, respectively.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

Forward-looking Statememnts

Certain statements contained in this Annual Report on Form 10-K, including, without limitation, state-
ments containing the words “believes,” “anticipates,” “intends,” “expects” and similar expressions, constitute
“forward-looking statements” within the meaning of the Private Securities Litigation Reform Act of 1995. For-
ward-looking statements are based upon the Company’s current plans, expectations and projections about future
events. However, such statements involve known and unknown risks, uncertainties and other factors that may
cause the actual results, performance or achievements of the Company to be materially different from any future
results, performance or achievements expressed or implied by such forward-looking statements. Such factors

include, among others, the following:

LENTS EE TS

o  general economic and business conditions;

demographic changes;

changes in, or failure to comply with, existing governmental regulations;

legislative proposals for health care reform;

changes in Medicare and Medicaid reimbursement levels;

effects of competition in the markets the Company operates in;

liability and other claims asserted against the Company;

ability to attract and retain qualified personnel;

availability and terms of capital;

loss of significant contracts or reduction in revenue associated with major payor sources;

ability of customers to pay for services;

a material shift in utilization within capitated agreements; and

o  changes in estimates and judgments associated with critical accounting policies as further described
herein.
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Forward-looking statements are found throughout “Management’s Discussion and Analysis of Financial
Condition and Results of Operations.” The reader should not place undue reliance on forward-looking state-
ments, which speak only as of the date of this report. The Company is not obligated to publicly release any revi-
sions to forward-looking statements to reflect unforeseen or other events after the date of this report. The Com-
pany has provided a detailed discussion of risk factors within this Annual Report on Form 10-K as well as in
various filings with the Securities and Exchange Commission, and you are encouraged to review these risk fac-
tors and filings.

The following discussion and analysis provides information which management believes is relevant to
an assessment and understanding of the Company’s results of operations and financial position. This discussion
and analysis should be read in conjunction with the Company’s consolidated financial statements and related
notes included elsewhere in this report.




Significant Developments

On June 13, 2002 the Company sold substantially all of the assets of its specialty pharmaceutical ser-
vices business (“SPS”) to Accredo Health, Incorporated (“Accredo”) and received payment of cash in the amount
of $207.5 million (before a $0.9 million reduction resulting from a closing net book value adjustment) and
5,060,976 shares of Accredo common stock (valued at $262:6 million, based on the closing price of Accredo
common stock on the NASDAQ on June 13, 2002). The cash consideration, less a holdback of $3.5 million for
certain income taxes the Company expected to incur, and the Accredo common stock were then distributed as a
special dividend to the Company’s shareholders.

The operating results of the SPS business through the closing date of the sale to Accredo, including cor-
porate expenses directly attributable to SPS operations, restructuring and special charges related to the SPS busi-
ness, as well as the gain on the sale, net of transaction costs and related income taxes, are reflected as discontin-
ued operations in the accompanying consolidated statements of operations. Continuing operations includes the
results of the Home Health Services business, including corporate expenses that did not directly relate to SPS, as
well as restructuring and special charges. In addition, for fiscal 2000, continuing operations included the health
care staffing services business and Canadian operations which were sold during the fourth quarter of fiscal 2000.
Results of all prior periods have been reclassified to conform to this presentation.

Year Ended December 29, 2002 Compared to Year Ended December 30, 2001

Results of Operations
Revenues

Net revenues increased by $39 million, or 5.3 percent to $769 million during fiscal 2002 as compared
to $730 million during fiscal 2001. This increase was driven by a combination of increased rates to Commercial
and Government payors, increased volume in nursing patient admissions and an increase in the number of
Preferred Provider Organization enrollees served by the Company’s CareCentrix unit, partially offset by a 4.9
percent net reduction in Medicare reimbursement rates, which became effective in Qctober 2002.

For fiscal year 2002, as compared to fiscal year 2001, net revenues from Medicare increased by $9.7
million or 6.3 percent to $162.3 million. Commercial and Other payors net revenues incréased by $30 million
or 7.3 percent to $438.8 million and Local Government payors net revenues decreased $0.7 million or 0.4
percent to $167.4 million.

Gross Profit

Gross profit was approximately $248 million for fiscal year 2002 compared to $246 million for fiscal
year 2001. As a percentage of net revenues, gross profit margins decreased from 33.7 percent for fiscal year
2001 to 32.2 percent for fiscal year 2002.

The decrease in margin was primarily related to a $6.3 million special charge relating principally to a re-
finement in the estimation process used to determine the Company’s actuarially computed workers compensation
and professional liability insurance reserves (see Note 4 to the consolidated financial statements). This special
charge had a negative impact on gross profit margins of 0.8 percent. In addition to the special charge, the Com-
pany also recorded a revenue adjustment of $2.5 million, which had a 0.3 percent negative impact on margins,
related to a change in the estimated amount of the repayment to Medicare for partial episode payments (“PEPs”)
from the inception of the Prospective Payment System of reimbursement (“PPS”™) in October 2000 through June
30,2002. The 4.9 percent net reduction in Medicare reimbursement rates, which became effective in October
2002, had a negative impact of approximately $2.0 million, or 0.3 percent, on gross profit margins for fiscal year
2002. The remaining net decrease in gross margin percentage was attributable to various other factors, including
training costs associated with orientation of additional full-time caregivers, increased insurance costs and changes
in business mix due to growth in the CareCentrix business, which generates a lower gross margin but also re-
quires tower administrative costs to service the business, offset by increased rates to Commercial and certain
Government payors.
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Selling, General and Administrative Expenses

Selling, general and administrative expenses increased $17 million or 6.5 percent to $283 million during
fiscal 2002 compared to $266 million during fiscal 2001. These increases were driven by restructuring and spe-
cial charges of $46.1 million during the second quarter ended June 30, 2002, of which approximately $40 million
was reflected in selling, general and administrative expenses in the accompanying consolidated statement of op-
erations for the fiscal year ended December 29, 2002, as compared to $3 million of special charges which were
reflected in the consolidated statement of operations for the fiscal year ended December 30, 2001. These net
increases were offset by reductions in amortization expense ($10 million) due to the implementation of SFAS No.
142 and net reductions ($10 million) in field and corporate administration expenses as a result of restructuring
efforts and improvements in processes and technology, partially offset by an increase in selling expenses.

Restructuring and special charges for the fiscal year ended December 29, 2002 are summarized and fur-
ther described below (in thousands):

Fiscal Year Ended
December 29, 2002

Restructuring charges:
Business realignment activities $ 6,813

Special charges:

Option tender offer 21,388
Settlement costs 7,731
Insurance costs 6,300
Asset writedowns and other 3,824
Total special charges 39,243
Total restructuring and special charges $ 46,056

Fiscal 2002
Business Realignment Activities

The Company recorded charges of $6.8 miilion during the second quarter ended June 30, 2002 in con-
nection with a restructuring plan. This plan included the closing and consolidation of seven field locations and
the realignment and consolidation of certain corporate and administrative support functions due primarily to the
sale of the Company’s SPS business. These charges included employee severance of $0.9 million relating to the
termination of 115 employees in field locations and certain corporate and administrative departments, and future
lease payments and other associated costs of $5.9 million resulting principally from the consolidation of office
space at the Company’s corporate headquarters and a change in estimated future lease obligations and other costs
in excess of sublease rentals relating to a lease for a subsidiary of the Company’s former parent company which
the Company agreed to assume in connection with its Split-Off in March 2000. These charges are reflected in
selling, general and administrative expenses in the accompanying consolidated statement of operations. During
fiscal year 2002, the Company paid $2.1 million in restructuring costs, leaving approximately $4.7 million of
these restructuring charges unpaid, representing severance costs of $0.2 million which will be paid during 2003
and lease and other associated costs of $4.5 million which will be paid over the remaining lease terms. These
unpaid restructuring charges are reflected in other accrued expenses in the accompanying consolidated balance
sheet as of December 29, 2002.

Option Tender Offer

During the second quarter ended June 30, 2002, the Company effected a cash tender offer for all out-
standing options to purchase its common stock for an aggregate option purchase price not to exceed $25 million.
In connection with this tender offer, the Company recorded a charge of $21.4 million during the second quarter
of fiscal 2002, which is reflected in selling, general and administrative expenses in the accompanying consoli-
dated statement of operations for the fiscal year ended December 29, 2002.
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Settiement Cosis

The Company recorded a $7.7 million charge in the second quarter of fiscal 2002 to reflect settlement
costs relating to the Fredrickson v. Olsten Health Services Corp. and Olsten Corporation lawsuit as well as esti-
mated settlement costs related to government inquiries regarding cost reporting procedures concerning contracted
nursing and home health aide costs (see Note 9 to the consolidated financial statements). These costs are re-
flected in selling, general and administrative costs in the accompanying consolidated statement of operations for
the fiscal year ended December 29, 2002.

Insurance Costs

The Company recorded a special charge of $6.3 million in the second quarter of fiscal 2002 related pri-
marily to a refinement in the estimation process used to determine the Company’s actuarially computed workers
compensation and professional liability insurance reserves. This special charge is reflected in cost of services
sold in the accompanying consolidated statement of operations for the fiscal year ended December 29, 2002.

Asset Writedowns and Other

The Company recorded charges of $3.8 million in the second quarter of fiscal 2002, consisting primarily
of a write-down of inventory and other assets associated with home medical equipment used in the Company’s
nursing operations, and a write-off of deferred debt issuance costs associated with the terminated credit facility.
The charges are reflected in selling, general and administrative expenses in the accompanying consolidated

" statement of operations for the fiscal year ended December 29, 2002.

Fiscal 2001
Settiement Costs

The Company recorded special charges of approximately $3.0 million during fiscal 2001 in connection
with the settlement of the Gile v. Olsten Corporation, et al., and the State of Indiana v. Quantum Health Re-
sources, Inc. and Olsten Health Services, Inc. lawsuits and for various other legal costs. These legal matters are
further discussed in Note 9 to the consolidated financial statements. These special charges are reflected in sell-
ing, general and administrative expenses in the accompanying consolidated statement of operations for the fiscal
year ended December 30, 2001.

Interest Expense, Net

Net interest income (expense) was approximately $0.8 million and ($0.1) million in fiscal 2002 and
2001, respectively. Net interest income for fiscal 2002 primarily represented interest earned on investments of
$2.4 million offset by fees relating to the revolving credit facility and outstanding letters of credit. Net interest
expense for fiscal 2001 primarily represented fees relating to the revolving credit facility and outstanding letters
of credit and, for the first half of fiscal 2001, the 10 percent convertible preferred trust securities offset by interest
income of approximately $2.8 million.

Income Taxes

Income tax expense was $18.4 million in fiscal 2002 compared to an income tax benefit of $6.8 miliion
in fiscal 2001. A federal and state tax benefit was recorded in fiscal 2002, relative to the loss from continuing
operations, offset by a $26.9 million provision associated with the adoption of SFAS No. 142, as discussed in
Note 2 to the consolidated financial statements, and an adjustment of $5.4 miilion for tax audit adjustments. The
Company had a federal net operating loss carryforward at December 30, 2001 of $89.7 million that was used in
part to offset the gain from the sale of the SPS division. As of December 29, 2002, the Company had a federal
net operating loss carryforward of $15 million. Net deferred tax assets were $63.9 million at December 29, 2002
and $27 million at December 30, 2001. The increase in deferred tax assets relates primarily to the adoption of
SFAS 142 offset by utilization of a portion of the federal net operating loss during 2002. At December 29, 2002
and December 30, 2001, the Company has recorded a full valuation allowance against its net deferred tax asset.
Realization of the deferred tax asset is dependent on generating sufficient taxable income. Although management
believes it is more likely than not that the deferred tax asset will not be realized, it is reasonably possible that the
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deferred tax asset may be realized in the near term if the recent trend of income, as reflected in the third and
fourth quarters of 2002, continues.- Management will continue to monitor the valuation allowance during 2003.

Net Income (Loss)

The Company recorded a net loss of $49.0 million or ($1.87) per diluted share in fiscal 2002 compared
to net income of $21.0 million or $0.90 per diluted share in fiscal 2001. The net loss for fiscal 2002 includes a
net loss from continuing operations of §53.5 million or ($2.05) per diluted share, which included $46.1 million of
restructuring and special charges, income from discontinued operations of $191.6 million or $7.32 per diluted
share and a net charge of $187.1 million or ($7.14) per diluted share relating to the cumulative effect of account-
ing change for goodwill. Net income for fiscal 2001 includes a net loss from continuing operations of $13.9 mil-
lion or (80.60) per diluted share, including special charges, and income from discontinued operations of $34.9
million or $1.50 per diluted share. '

Year Ended December 30, 2001 Compared to Year Ended December 31, 2000

Significant Developments

The comparability of the Company’s results of operations between fiscal year 2001 and fiscal year 2000
was impacted by several items which are briefly described below.

On March 15, 2000, the Company was split off from Olsten Corporation (“Olsten”) through the is-

- suance of the Company’s common stock to Olsten’s shareholders and the Company became an independent,

publicly owned company. Prior to the Split-off, the Company operated Olsten’s health services business as
a wholly owned subsidiary of Olsten. The accompanying consolidated financial statements reflect the fi-
nancial position, results of operations and cash flows of the Company as if it were a separate entity for all
periods presented. The consolidated financial statements have been prepared using the historical basis of
assets and liabilities and historical results of operations related to the Company.

Prior to October 1, 2000, reimbursement of Medicare home care nursing services was based on
reasonable, allowable costs incurred in providing services to eligible beneficiaries subject to both per visit
and per beneficiary limits in accordance with the Interim Payment System (the “IPS”) established through
the Balanced Budget Act of 1997. These costs are reported in annual cost reports filed with the Medicare
fiscal intermediary and are subject to audit. Effective October 1, 2000, the IPS was replaced by a PPS for
Medicare home care reimbursement. Under PPS, the Company is eligible to receive a fixed reimbursement
which covers a specified treatment period for each patient. The reimbursement rate is established based on
a clinical assessment of the severity of the patient’s condition, service needs and certain other factors. The
rate is subject to adjustment if there are significant changes in the patient’s condition during the specified
treatment period. Net revenues attributable to the Medicare program, for fiscal years 2001 and 2000, were
21 percent and 20 percent, respectively, of total consolidated net revenues.

Results of Operations
Revenues

After adjusting for the Health Care Staffing Services and Canadian Home Care Nursing Services opera-
tions, which were sold during the fourth quarter of fiscal 2000, net revenues decreased by $7 million or 1.0 per-
cent to $730 million during fiscal 2001 as compared to fiscal 2000 primarily due to lower volume resulting from
transitional issues associated with the implementation of the PPS for Medicare reimbursement and the impact of
the closing of certain home care nursing branches during the fourth quarter of fiscal 2000.

Overall, net revenues in fiscal 2001 decreased by $152 million or 17.3 percent, as compared to fiscal
2000, of which $145 million related to fiscal 2000 revenues for the aforementioned sold operations.

Gross Profit

Gross profit margins as a percentage of net revenues increased from 31.0 percent in fiscal 2000 to 33.7
percent in fiscal 2001. Of the total increase in gross profit margins, 1.0 percent was attributed to the special
charges associated with the $8.5 million charge to reflect an increase in estimated liabilities to service providers
under certain managed care contracts which was recorded during fiscal 2000. The remaining increase in gross
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profit margins was primarily attributable to productivity enhancements resulting from a change in clinical proto-
cols and a rate increase in Home Health Services which increased total Company gross profit margins by 0.6 per-
cent, as well as the absence of lower margin Staffing and Canadian operations which were sold in late 2000
which increased total Company gross profit margins by 1.1 percent.

Selling, General and Administrative Expenses

Selling, general and administrative expenses decreased by $90 million or 25.3 percent to $266 million
during fiscal 2001 as compared to $356 million during fiscal 2000 due to (i) special charges of $48 million which
were recorded in the fiscal 2000 period, (i1) the reduction of $27 million in costs associated with the sale of the
Staffing and Canadian operations, (iit) eftficiency improvement efforts in Home Health Services branch opera-
tions and corporate administrative support departments, and (iv) the closing of certain home care nursing
branches during the fourth quarter of fiscal 2000.

Excluding the effects of the businesses that were sold and the special charges recorded in the periods as
described above, selling, general and administrative expenses as a percentage of net revenues were 36.1 percent
and 38.2 percent for fiscal 2001 and 2000, respectively.

Restructuring and Other Special Charges

During fiscal 2001 and 2000, the Company recorded restructuring and other special charges aggregating
$3.0 million and $153.2 million, which included special charges of $97.0 million related to discontinued opera-
tions and $56.2 million related to continuing operations, respectively.

Fiscal 2001
Settlement Costs

The Company recorded special charges of approximately $3.0 million during fiscal year 2001 in con-
nection with the settlement of the Gile v. Olsten Corporation, et al., and the State of Indiana v. Quantum Health
Resources, Inc. and Olsten Health Services, Inc. lawsuits and for various other legal costs. These legal matters
are further discussed in Note 9 to the consolidated financial statements. These special charges are reflected in
selling, general and administrative expenses in the accompanymg consolidated statement of operations for the
fiscal year ended December 30, 2001.

Fiscal 2000

Restructuring and other special charges during fiscal 2000 aggregated $56.2 million, of which $8.5 mil-
lion was recorded in cost of services sold. The remaining charges of approximately $47.7 million were recorded
in selling, general and administrative expenses and included charges to restructure business operations of $5.5
million, an incremental charge of $21.4 million for increases in the allowance for doubtful accounts and receiv-
able write-offs, charges of $5.7 million associated with the implementation of the PPS for Medicare reimburse-
ment, settlement costs of $7.2 million, Split-off/transition costs of $4.1 million and name change and other costs
of $3.8 million. A further description of the nature of such restructuring and other special charges is presented
below.

Restructuring of Business Opevations

The Company recorded charges of $5.5 million in the fourth quarter of fiscal 2000 in connection with a
restructuring plan which included the closing and consolidation of twelve nursing branch locations and the re-
alignment and consolidation of certain corporate and administrative support functions due primarily to the sale of
the Company’s Staffing Services business and Canadian operations. These charges included employee severance
of $2.9 million relating to the termination of 270 employees in nursing branches and certain corporate and admin-
istrative departments, asset write-downs of $1.2 million and future lease payments and other associated costs of
$1.4 million.
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Bad Debt/Receivables Write-Off

During fiscal 2000, the Company launched several initiatives including the development of numerous
enhancements to its billing and collection systems, and hiring of external consultants to pursue focused collection
efforts on specific aged accounts receivable. These initiatives are further described below.

During the third quarter of fiscal 2000, a significant number of billing and collection system enhance-
ments were made which provided management with new and enhanced information as to the collectibility of re-
ceivables that was previously unavailable. This information.included historical cash collection data segregated
by the time period for which the related revenue was recognized, accounts receivable aging trends by payor
source and other statistical data.

In May 2000, the Company hired an external consultant to undertake an accounts receivable reduction
engagement and to enhance the billing and collection processes. During the third quarter of 2000, as a result of
the work performed by the consultant and the information resulting from the enhanced billing and collection
processes, it was determined that the filing deadlines for submitting certain claims for reimbursement to govern-
ment and commercial payors had expired and documentation required by payors to support certain other claims
could not be located. Furthermore, the results of the consultant’s cash collection efforts during the period of its
engagement were significantly less than initially estimated.

As a result of the consultant’s engagement and the new information that became available from the en-
hancements to the billing and collection systems and changes in operational processes and procedures, manage-
ment concluded that certain aged accounts which it previously believed were collectible should be written off
because the continuing effort and cost of pursuing collections of these accounts could not be justified. Manage-
ment decided to focus on the billing and collection activities relating to more current receivable balances.

In connection with these activities, the Company recorded an incremental provision for doubtful ac-
counts of $21.4 million in the third quarter of fiscal year 2000 relating to government and commercial payors.
The incremental provision for doubtful accounts related to revenues recognized in the following years: $6.1 mil-
lion in fiscal 1998 and prior, $10.2 million in fiscal 1999 and $5.1 million in fiscal 2000. This incremental pro-
vision for doubtful accounts was reflected in selling, general and administrative expenses in the consolidated
statement of operations for the fiscal year ended December 31, 2000.

PPS Implementation Costs

The Company recorded charges of $5.7 million in connection with the implementation of and transition
to the PPS system for Medicare reimbursement. Such charges included costs relating to the development of care
protocols, training of field personnel and changes in estimates of settlement amounts.

Settlement Costs

The Company also recorded a $7.2 million charge in the third quarter of fiscal 2000 to reflect estimated
settlement costs in excess of insurance coverage relating to class action securities and derivative lawsuits, the
obligation for which was assumed by the Company from Olsten under an indemnification provision in connection
with the Split-off, as well as settlement costs related to government inquiries in New Mexico and North Carolina
(see Note 9 to the consolidated financial statements).

Split-off/ Transition Costs

Special charges of $4.1 million were incurred during fiscal 2000 to reflect obligations resulting from the
Company’s Split-off from Olsten and transition costs associated with the establishment of the Company as an
independent, publicly owned entity. These special charges included change of control and compensation and
benefit payments of $3.6 million made to a former executive officer and certain former employees of the Com-
pany and Olsten and transition costs of $0.5 million relating to registration costs, professional fees and other
items.

- Name Change and Other

Special charges of approximately $3.8 million were incurred in fiscal 2000 in connection with the
change of the Company’s name to Gentiva Health Services, Inc. These special charges primarily consisted of
costs incurred and paid for consulting fees, promotional items and advertising.

2.




Cost of Services Sold

The Company recorded a charge to cost of sales of $8.5 million during fiscal 20600 to reflect an increase
in estimated liabilities to service providers under certain managed care contracts. Such changes in the estimated
liabilities were the result of the Company obtaining more timely and accurate claims experience information as a
result of completing a system conversion which enhanced its claims reporting functionality.

Gain on Sale of Businesses

In October 2000, the Company consummated the sale of its health care staffing services business and re-
ceived cash proceeds of $66.5 million and recorded a gain of approximately $44.4 million on the sale. As of
December 30, 2001, these proceeds were subject to adjustment (upward or downward) in accordance with the
terms of the purchase and sale agreement related to final closing balance sheet items. In May 2002, the Company
received a cash payment in the amount of $2.5 million in settlement of the final closing balance sheet.

In November 2000, the Company finalized the sale of its home care nursing services operations in Can-
ada. As consideration for the sale, the Company received approximately $1.5 million in cash proceeds, including
settlement of the final closing balance sheet, and a minority interest in the acquiror. The Company recorded a
- charge of approximately $5.2 million as a result of the impairment of goodwill. In addition, cumulative transla-
tion adjustments of approximately $2.5 million were reversed from the accumulated other comprehensive loss
component of stockholders’ equity and reflected as a loss in the gain on sales of businesses component of the
consolidated statement of operations. No other gain or loss was recorded on the sale.

Interest Expense, Net

Interest expense, net was $0.1 million in fiscal 2001 and $3.1 mililion in fiscal 2000. Interest expense,
net primarily represented interest on the outstanding 4 3/4 percent convertible subordinated debentures during the
period from January 3, 2000 to October 1, 2000 (the debentures’ maturity date), net intercompany borrowings
with Qlsten for the period from January 3, 2000 to March 15, 2000 (the Split-off date) and, subsequent to
March 15, 2000, borrowings and fees relating to the revolving credit facility and the mandatorily redeemable
securities.

Interest expense, net includes interest income of $2.8 million in fiscal 2001 and $0.8 million in fiscal
2000.

Income Taxes

The Company recorded an income tax benefit of $6.8 million in fiscal 2001 compared to income tax ex-
pense of $0.6 million in fiscal 2000. The Company had a federal net operating loss carryforward of $89.7 mil-
lion at the end of fiscal 2001 and $76.4 million at the end of fiscal 2000. A federal and state tax benefit was re-
corded in fiscal 2001, relative to the loss from continuing operations. [ncome tax expense in fiscal 2000 related
to taxes payable to state and local jurisdictions. At December 30, 2001 and December 31, 2000, the Company
had established a valuation allowance as an offset against deferred tax assets due to the uncertainty about the
ability to realize those assets in future years.

Net Income {Loss)

The Company recorded net income ot $21.0 million or $0.90 per diluted share in fiscal 2001 compared
with a net loss of $104.2 million or ($5.05) per diluted share in fiscal 2000. Net income for fiscal 2001 includes
a net loss from continuing operations, including special charges, of $13.9 million or ($0.60) per diluted share and
income from discontinued operations of $34.9 million or $1.50 per diluted share. The net loss for fiscal 2000
includes a net loss from continuing operations of $49.8 million or ($2.41) per diluted share, including restructur-
ing and special charges, and a net loss from discontinued operations of $54.4 million or ($2.64) per diluted share.

Liquidity and Capital Resources
Liguidity
The Company’s principal source of liquidity is the collection of its accounts receivable. For healthcare

services, the Company grants credit without collateral to its patients, most of whom are insured under third party
commercial or governmental payor arrangements.
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Days Sales Outstanding (“DSO”) for the home health services business was 59 days at December 29,
2002. DSO was reduced by 9 days during fiscal 2002 as a result of a preliminary settlement with Medicare re-
lated to the Company’s year 2000 cost report (4 days) and continued improved cash collections due to improve-
ments in business processes at the Company’s billing and collection units (5 days). Working capital at December
29, 2002 was $104 million, a decrease of $314 million as compared to $418 million at December 30, 2001, pri-
marily due to:

o a$250 million decrease resulting from the sale of the net assets of the SPS business;

e 2336 million decrease in prepaid and other assets relating to an increase in the valuation al-
lowance for deferred tax assets as further described in Note 12 to the consolidated financial
statements;

° a $15 million decrease in accounts receivable; and

e  a $6 million increase in current liabilities, excluding liabilities held for sale, primarily driven
by increases in obligations under insurance programs ($8 million), cost of claims incurred but
not reported ($8 million), and accounts payable ($7 million), partially offset by a decrease in
Medicare liabilities ($9 million), other accrued expenses (37 million) and payroll and related
taxes ($1 million).

The Company is party to a contract with CIGNA Health Corporation (“Cigna”), pursuant to which the
Company provides or contracts with third party providers to provide home nursing services, acute and chronic
infusion therapies, durable medical equipment, and respiratory products and services to patients insured by
Cigna. For the fiscal year ended December 29, 2002, Cigna accounted for 38 percent of the Company’s total net
revenues. The Company has renewed the contract with Cigna for the seventh consecutive year, with the current
contract expiring on December 31, 2003, with an option to renew. If Cigna chose to terminate or not renew the
contract, or to significantly modify its use of the Company’s services, there could be a material adverse effect on
the Company’s cash flow.

The Company participates in the Medicare, Medicaid and other federal and state healthcare programs.
For the fiscal year ended December 29, 2002, the Company’s participation in the Medicare program accounted
for 21 percent, and the Company’s participation in the Medicaid and other federal and state healthcare programs
accounted for 22 percent, of the Company’s net revenues. On October 1, 2002, the reduction in home health
payment limits mandated under the Balanced Budget Act of 1997 became effective. The Center for Medicare
and Medicaid Services (“CMS”), formerly known as the Health Care Financing Administration, estimates that the
reduction in payment limits will reduce payments under the Medicare program to home health agencies for open
episodes of care on or after October 1, 2002 by approximately 7 percent. Simultaneous with this reduction, mar-
ket basket rate increases of 2.1 percent adjusted for certain wage indices were also implemented, resulting in an
overall reduction in reimbursement rates of approximately 4.9 percent. This reduction had a negative impact of
approximately $2.0 million on net revenues for the fiscal year ended December 29, 2002. Although a further
market basket rate increase is scheduled to become effective October 1, 2003, that increase is currently under
Congtessional review. In addition, Medicare reimbursement related to home health services performed in specifi-
cally defined rural areas of the country will be further reduced as the ten percent rural add-on provision for home
health services is scheduled to expire as of April 1, 2003. The ten percent rural add-on provision positively im-
pacted the Company’s net revenues by approximately $2 million for fiscal year 2002. Reductions in Medicaid
reimbursement rates and limitations on payment increases may also occur.

There are certain standards and regulations that the Company must adhere to in order to continue to par-
ticipate in these programs, including compliance with the Company’s corporate integrity agreement. As part of
these standards and regulations, the Company is subject to periodic audits, examinations and investigations con-
ducted by, or at the direction of, governmental investigatory and oversight agencies. Periodic and random audits
conducted or directed by these agencies could result in a delay or adjustment to the amount of reimbursements
received under these programs. Violation of the applicable federal and state health care regulations can result in
the Company’s exclusion from participating in these programs and can subject the Company to substantial civil
and/or criminal penalties. The Company believes it is currently in compliance with these standards and regula-
tions.

In connection with the sale of the SPS business, the Company terminated its then-existing credit facility
and entered into a new credit facility on June 13, 2002. The new credit facility provides the Company with up to
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$55 million in borrowings, including up to $40 million which is available for letters of credit. The Company may
borrow up to a maximum of 80 percent of the net amount of eligible accounts receivable, as defined, less any
reasonable and customary reserves, as defined, required by the lender. Borrowing availability under the new
credit facility is reduced by $10 million until such quarter in 2003 in which the trailing 12 month EBITDA, ex-
cluding certain restructuring costs and special charges recorded by the Company during fiscal 2002, as defined,
exceeds $15 million. At the Company’s option, the interest rate on borrowings under the credit facility is based
on the London Interbank Cffered Rates (LIBOR) plus 3.25 percent or the lender’s prime rate plus 1.25 percent.
In addition, the Company must pay a fee equal to 2.5 percent per annum of the aggregate face amount of out-
standing letters of credit. Beginning in 2003, the applicable margin for the LIBOR borrowing, prime rate bor-
rowing and letter of credit fees decrease by 0.25 percent to 3.0 percent, 1.0 percent, and 2.25 percent, respec-
tively, provided that the Company’s trailing 12 month EBITDA, excluding certain restructuring costs and special
charges, as defined, is in excess of $20 million. The higher margins and fees are subject to reinstatement in the
event that EBITDA falls below $20 million. The Company is subject to an unused line fee equal to 0.50 percent
per annum of the average daily difference between the total revolving credit facility amount, as defined, and the
total outstanding borrowings and letters of credit. For 2003, the unused credit line fee decreases to 0.375 percent
provided the minimum EBITDA target described above is achieved, but is subject to reinstatement to the higher
fee in the event that EBITDA falls below $20 million.

Total outstanding letters of credit were approximately $28 million as of December 29, 2002. The letters
of credit, which expire one year from date of issuance, were issued to guarantee payments under the Company’s
workers compensation program and for certain other commitments. There were no borrowings outstanding under
the credit facility as of December 29, 2002. As of December 29, 2002 the Company had borrowing capacity
under the credit facility, after adjusting for outstanding letters of credit, of approximately $17 million.

The new credit facility, which expires in 2006, includes certain covenants requiring the Company to
maintain a minimum tangible net worth of $§101.6 million, minimum EBITDA as defined, and a minimum fixed
charge coverage ratio, as defined. Other covenants in the credit facility include limitation on mergers, consolida-
tions, acquisitions, indebtedness, liens, distributions, capital expenditures and dispositions of assets and other
limitations with respect to the Company’s operations. The credit facility further provides that if the agreement is
terminated for any reason, the Company must pay an early termination fee equal to 1.0 percent if terminated dur-
ing year one, 0.5 percent if terminated in year two and 0.25 percent if terminated in year three, of $55 million (or
$45 million during the time when borrowing availability is reduced by $10 million due to EBITDA require-
ments). Loans under the credit facility are collateralized by all of the Company’s tangible and intangible per-
sonal property, other than equipment.

The new credit facility includes provisions, which, if not complied with, could require early payment by
the Company. These include customary default events, such as failure to comply with financial covenants, insol-
vency events, non-payment of scheduled payments, acceleration of other financial obligations and change in con-
trol provisions. In addition, these provisions include an account obligor whose accounts are more than 25 per-
cent of all accounts of the Company over the previous 12-month period canceling or failing to renew its contract
with the Company and ceasing to recognize the Company as an approved provider of health care services, or the
Company revoking the lending agent’s control over its governmental lockbox accounts. The Company does not
have any trigger events in the new credit facility that are tied to changes in its credit rating or stock price. As of
December 29, 2002, the Company was in compliance with these covenants.

Additional items that could impact the Company’s liquidity are discussed under “Risk Factors” in Item 1
of this annual report on Form 10-K.

Capital Expenditures

The Company’s capital expenditures for the fiscal years 2002, 2001 and 2000 were $4.1 million, $3.9
million and $4.8 million, respectively. The Company intends to make investments and other expenditures to,
among other things, upgrade its computer technology and system infrastructure and comply with regulatory
changes in the industry. In this regard, management expects that capital expenditures will not exceed $12 million
for fiscal 2003. The Company may also make certain other investments to expand its business, including acquisi-
tions. Management expects that the Company’s capital expenditure needs will be met through operating cash
flow and available cash reserves. ‘
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Cash Resources and Obligations

The Company had cash and cash equivalents of $101.2 million as of December 29, 2002. In connection
with the Frederickson v. Olsten Health Services Corp. and Olsten Corporation case, a supersedeas bond in the
amount of $35.2 million was posted to satisfy the judgment plus interest. Under terms of the bond, cash equal to
the amount of the bond was held in a segregated account and was reported as restricted cash in the accompanying
consolidated balance sheet as of December 30, 2001. This matter has been settled and settlement costs were re-
corded as part of special charges during the second quarter of fiscal 2002. The supersedeas bond has been re-
leased and the restricted cash of $35.2 million was released to the Company in September 2002.

In early 2001, CMS issued cash advances to certain Medicare providers in connection with the transition
from the Interim Payment System to the Prospective Payment System (PPS) for Medicare reimbursement. In the
first quarter of fiscal 2001, the Company received such an advance, net of payments for estimated settlements
relating to cost report filings, of approximately $20.9 million, which is reflected in current liabilities in the ac-
companying consolidated balance sheet as of December 30, 2001. In October 2002, the Company repaid the
cash advance of $20.9 million related to the Gctober 2000 implementation of the PPS. Concurrently, the Com-
pany received a payment of $15.9 million connected to a preliminary settlement from the Medicare program re-
lating to prior year cost reports.

Contractual Obligations and Commercial Commitments

At December 29, 2002, the Company had no long-term debt and no significant capital lease obligations.
Future minimum rental commitments and sublease rentals for all non-cancelable leases having an initial or re-
maining term in excess of one year at December 29, 2002, including the lease for a former Olsten subsidiary
which the Company agreed to assume commencing September 16, 2000 under the terms of the Separation
Agreement, are as follows (in thousands):

Fiscal Year Total Commitment  Sublease Rentals Net
2003 $ 18,890 $ 2,016 $ 16,874
2004 14,534 1,676 12,858
2005 9,965 1,344 8,621
2006 6,566 709 5,857
2007 3,532 - 3,532

Thereafter . 5,090 - 5,090

The Company had total letters of credit of approximately $27.6 million outstanding under its credit fa-
cility at December 29, 2002. The letters of credit, which expire one year from date of issuance, are issued to
guarantee payments under the Company’s workers compensation program and for certain other commitments.
On March 15, 2003 approximately $26.6 million of the outstanding letters of credit will expire. The Company
has the option to renew these letters of credit or set aside cash funds in a segregated account to satisfy the Com-
pany’s obligations.

The Company has no other off-balance sheet arrangements and has not entered into any transactions in-
volving unconsolidated, limited purpose entities or commodity contracts.

Management expects that the Company’s working capital needs for fiscal 2003 will be met through op-
erating cash flow and its existing cash balance. If cash flows from operations or availability under the credit fa-
cility fall below expectations, the Company may be forced to delay planned capital expenditures, reduce operat-
ing expenses, seek additional financing or consider alternatives designed to enhance liquidity.

Litigation and Government Investigations

The Company is a party to certain legal actions and government investigations. See Item 3. Legal Pro-
ceedings and Note 9 to the Company’s consolidated financial statements.
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SFAS 148 provides alternative methods of transition for a voluntary change to the fair value based method of
accounting for stock-based employee compensation, and amends the disclosure requirements of Statement 123 to
require prominent disclosures in both annual and interim financial statements about the method of accounting for
stock-based employee compensation and the effect of the method used on reported results.

The Company has chosen to adopt the disclosure only provisions of SFAS 148 and continue to account
for stock-based compensation using the intrinsic value method prescribed in Accounting Principles Board
(“APB”) Opinion No. 25, “Accounting for Stock Issued to Employees” (“APB 25”), and related interpretations.
Under this approach, the cost of restricted stock awards is expensed over their vesting period, while the imputed
cost of stock option grants and discounts offered under the Company’s Employee Stock Purchase Plan (“ESPP”)
is disclosed, based on the vesting provisions of the individual grants, but not charged to expense.

The Company has several stock ownership and compensation plans, which are described more fully in
Note 11 to the consolidated financial statements. The following table presents net income and basic and diluted
earnings per common share, had the Company elected to recognize compensation cost based on the fair value at
the grant dates for stock option awards and discounts granted for stock purchases under the Company’s ESPP,
consistent with the method prescribed by SFAS 123, as amended by SFAS 148:

Fiscal Year Ended
December 29, 2002  December 30, 2001  December 31, 2000

Net income (loss) - asreported ..........ooeivviniiiiriieniieninn, $ (49,033) $ 20,988 % (104,200)
Add:  Stock-based employee compensation
expense included in reported net income, net of tax 13,160 - -

Deduct: Total stock-based compensation expense
determined under fair value based method for

all awards, net of tax (5,022) (3,002) (1,852)
Net income (10ss) - pro forma .........oeeevviieiien i ieinnn, $ (40,895) % 17,986 § _(106,052)
Basic and diluted income (loss) per share - as reported ............ 3 (1.87) % 090 $ (5.05)
Basic and diluted income (loss) per share - pro forma .............. $ (1.56) § 078 § (5.14)

In April 2002, the FASB issued SFAS No. 145 “Rescission of FASB Statements No. 4, 44 and 64,
Amendment of FASB Statements No. 13, and Technical Correction” (“SFAS 145”). SFAS 145 rescinded SFAS
No. 4 “Reporting Gains and Losses from Extinguishment of Debt” (“SFAS 4”), SFAS No. 44 “Accounting for
Intangible Assets of Motor Carriers” (“SFAS 44”) and SFAS No. 64 “Extinguishments of Debt Made to Satisfy
Sinking-Fund Requirements” (“SFAS 64™) and amended SFAS No. 13 “Accounting for Leases” (“SFAS 13™).
This statement updates, clarifies and simplifies existing accounting pronouncements. As a result of rescinding
SFAS 4 and SFAS 64, the criteria in APB Opinion No. 30 “Reporting the Results of Operations-Reporting the
Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events
and Transactions” will be used to determine whether gains and losses from extinguishment of debt receive ex-
traordinary item treatment. SFAS 44 was 1o longer necessary because the transitions under the Motor Carrier
Act of 1980 were completed. SFAS 13 was amended to eliminate an inconsistency between the required ac-
counting for sale-leaseback transactions and the required accounting for certain lease modifications that have
economic cffects that are similar to sale-leaseback transactions and makes technical corrections to existing pro-
nouncements. The provisions of SFAS 145 are effective for fiscal years beginning after May 15, 2002, with ear-
lier application encouraged. The Company has elected to adopt SFAS 145, effective April 1, 2002. During the
fiscal year ended, December 29, 2002, the impact of this adoption resulted in the Company recognizing a write-
off of approximately $1.5 million of deferred debt issuance costs associated with the terminated credit facility
which is reflected in selling, general and administrative expenses in the accompanying consolidated statement of
operations. See Note 4 to the consolidated financial statements.

In July 2002, the FASB issued SFAS No. 146 “Accounting for Costs Associated with Exit or Disposal
Activities” (“SFAS 146”), which addresses the recognition, measurement, and reporting of costs associated with
exit or disposal activities, and supersedes Emerging Issues Task Force (“EITF”) Issue No. 94-3 “Liability Rec-
ognition for Certain Employee Termination Benefits and Other Costs to Exit An Activity (including Certain
Costs Incurred in a Restructuring)” (“EITF 94-3). The principal difference between SFAS 146 and EITF 94-3
relates to the requirements for recognition of a liability for a cost associated with an exit or disposal activity.
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SFAS 146 requires that a liability for a cost associated with an exit or disposal activity, including those related to
employee termination benefits and obligations under operating leases and other contracts, be recognized when
the liability is incurred, and not necessarily the date of an entity’s commitment to an exit plan, as under EITF 94-
3. SFAS 146 also establishes that the initial measurement of a liability recognized under SFAS 146 be based on
fair value. The provisions of SFAS 146 are effective for exit or disposal activities that are initiated after Decem-
ber 31, 2002, with early application encouraged. The Company adopted SFAS 146, effective December 30,
2002. For exit or disposal activities initiated prior to December 30, 2002, the Company followed the accounting
guidelines outlined in EITF 94-3.

In November 2002, the FASB issued Interpretation No. 45, “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Gthers™ (“FIN 457). FIN 45 re-
quires a guarantor to recognize a liability, at the inception of the guarantee, for the fair value of obligations it has
undertaken in issuing the guarantee and also include more detailed disclosures with respect to guarantees. FIN 45
is effective on a prospective basis for guarantees issued or modified starting January 1, 2003 and requires the
additional disclosures in its interim and annual financial statements effective for the period ended December 29,
2002. The Company has adopted the disclosure provisions of FIN 45 in fiscal 2002 and will adopt the initial rec-
ognition and initial measurement provisions of FIN 45 effective January 1, 2003. The Company does not expect
that the provisions of FIN 45 will have a material impact on the Company’s results of operations or financial po-
sition.

Impact of Inflation

The Company does not believe that inflation has had a material impact on its results of operations dur-
ing the past three fiscal years.

Critical Accounting Policies
Revenue Recognition

Under fee-for-service agreements with patients and with commercial and certain government payors, net
revenues are recorded based on net realizable amounts to be received in the period in which the services and
products are provided or delivered. Under capitated arrangements with managed care customers, net revenues
are recognized based on a predetermined monthly contractual rate for each member of the managed care plan
regardless of the services provided. Under the PPS for Medicare reimbursement, net revenues are recorded
based on a reimbursement rate which varies based on the severity of the patient’s condition, service needs and
certain other factors; revenue is recognized ratably over the period in which services are provided. Revenue is
subject to adjustment during this period if there are significant changes in the patient’s condition during the
treatment period or if the patient is discharged but readmitted to another agency within the same 60 day episodic
period. Medicare billings under PPS are initially recognized as deferred revenue and are subsequently amortized
into revenue over an average patient treatment period. The process for recognizing revenue under the Medicare
program is based on certain assumptions and judgments, including the average length of time of each treatment as
compared to a standard 60 day episode, the appropriateness of the clinical assessment of each patient at the time
of certification and the level of adjustments to the fixed reimbursement rate relating to patients who receive a
limited number of visits, have significant changes in condition or are subject to certain other factors during the
episode. Deferred revenues of approximately $4.4 million and $5.2 million relating to the Medicare PPS program
were included in other accrued expenses in the consolidated balance sheets as of December 29, 2002 and De-
cember 30, 2001, respectively

Revenue adjustments result from differences between estimated and actual reimbursement amounts, an
inability to obtain appropriate billing documentation or authorizations acceptable to the payor and other reasons
unrelated to credit risk. Revenue adjustments are deducted from gross accounts receivable. These revenue ad-
justments are based on significant assumptions and judgments which are determined by Company management
based on historical trends.

Net revenues attributable to major payor sources of reimbursement are as follows:
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Fiscal Year

2002 2061 2000
Medicare 21% 21% 20%
Medicaid and Other Government 22 23 24
Commercial Insurance and Other 57 56 56

100% 100% 100%

In addition, for fiscal years 2002, 2001 and 2000, Cigna accounted for approximately 38 percent, 36
percent and 26 percent, respectively, of the Company’s total net revenues. The Company has renewed its con-
tract with Cigna for a seventh consecutive year, with the current contract expiring on December 31, 2003, with an
option to renew.

Net revenues generated under capitated agreements were approximately 16 percent, 15 percent, and 12
percent of total net revenues for fiscal 2002, 2001, 2000, respectively. Fee-for-service contracts with other com-
mercial payors are traditionally one year in term and renewable automatically on an annual basis, unless terni-
nated by either party.

Collectibility of Accounts Receivable

The process for estimating the ultimate collection of receivables, particularly with respect to fee-for-
service arrangements, involves significant assumptions and judgments. In this regard, the Company has imple-
mented a standardized approach to estimate and review the collectibility of its receivables based on accounts
receivable aging trends. Historical collection and payor reimbursement experience is an integral part of the esti-
mation process related to determining the allowance for doubtful accounts. In addition, the Company assesses
the current state of its billing functions in order to identify any known collection or reimbursement issues to de-
termine the impact, if any, on its reserve estimates, which involve judgment. Revisions in reserve estimates are
recorded as an adjustment to the provision for doubtful accounts which is reflected in selling, general and admin-
istrative expenses. The Company believes that its collection and reserve processes, along with the monitoring of
its billing processes. help to reduce the risk associated with material revisions to reserve estimates resulting from
adverse changes in collection, reimbursement experience and billing functions.

Cost of Claims Incurred But Not Reported

Under capitated arrangements with managed care customers, the Company estimates the cost of claims
incurred but not reported based on applying actuarial assumptions, historical patterns of utilization to authorized
levels of service, current enrollment statistics and other information. In addition, under fee-for-service arrange-
ments with certain managed care customers, the Company also estimates the cost of claims incurred but not re-
ported and the estimated revenue relating thereto in situations in which the Company is responsible for care man-
agement and patient services are performed by a non-affiliated provider.

The estimate of cost of claims incurred but not reported involves significant assumptions and judgments
which relate to and may vary depending on the services authorized at each of the Company’s care management
centers, historical patterns of service utilization and payment trends. These assumptions and judgments are
evaluated on a quarterly basis and changes in estimated liabilities for costs of claims incurred but not reported are
determined based on such evaluation.

Obligations under Insurance Programs

The Company is obligated for certain costs under various insurance programs, including employee
health and welfare, workers compensation and professional liability.

The Company may be subject to workers compensation claims and lawsuits alleging negligence or other
similar legal claims. The Company maintains various insurance programs to cover this risk but is substantially
self-insured for most of these claims. The Company recognizes its obligations associated with these programs in
the period the claim is incurred. The cost of both reported claims and claims incurred but not reported, up to
specified deductible limits, have generally been estimated based on historical data, industry statistics, current
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enroliment statistics and other information. Such estimates and the resulting reserves are reviewed and updated
periodically.

For the fiscal year ended December 29, 2002, the Company recorded a special charge of $6.3 million re-
lating primarily to a refinement in the estimation process used to determine the Company’s actuarially computed
workers compensation and professional liability reserves. In this regard, management believes it now has suffi-
cient data to allow the Company to more heavily rely on its own home health specific historical claims experi-
ence in determining the Company’s estimates of workers compensation and professional liability reserves. Pre-
viously the Company utilized insurance industry actuarial information, as well as the Company’s historical claims
experience, in developing reserve estimates.

The Company maintains insurance coverage on individual claims. The Company is responsible for the
cost of individual workers compensation claims and individual professional liability claims up to $500,000 per
incident which occurred prior to March 15, 2002 and $1,000,000 per incident thereafter. The Company also
maintains excess liability coverage relating to professional liability and casualty claims which provides insurance
coverage for individual claims of up to $25,000,000 in excess of the underlying coverage limits. Letters of credit
and surety bonds have been issued to guarantee payment under the Company’s workers compensation program.
The Company believes that its present insurance coverage and reserves are sufficient to cover currently estimated
exposures, but there can be no assurance that the Company will not incur liabilities in excess of recorded reserves
or in excess of its insurance limits.

Settlement Issues

Prior to October 1, 2000, reimbursement of Medicare home care nursing services was based on reason-
able, allowable costs incurred in providing services to eligible beneficiaries subject to both per visit and per
beneficiary limits in accordance with the Interim Payment System established through the Balanced Budget Act
of 1997. These costs are reported in annual cost reports, which are filed with the CMS, and are subject to audit
by the fiscal intermediary engaged by CMS. The fiscal intermediary has not completed its audit of the fiscal
2000 cost reports and the review of cost limits relating to certain of the Company’s Medicare providers. Fur-
thermore, settled cost reports relating to certain years prior to fiscal 2000 could be subject to reopening of the
audit process by the fiscal intermediary. Although management believes that established reserves are sufficient,
it is possible that adjustments resulting from such audits by the fiscal intermediary could result in adjustments to
the consolidated financial statements that exceed established reserves.

The Company has filed appeals with the Provider Reimbursement Review Board for the years 1997,
1998 and 1999 concerning audit adjustments made by its Medicare fiscal intermediary. These audit adjustments
relate to the methodology used by the Company in allocating a portion of its residual overhead cost on the Medi-
care cost reports. The Company believes its methodology used to allocate such overhead cost was accurate and
consistent with past practice accepted by the fiscal intermediary; however, the Company has recorded the impact
of the audit adjustments in its consolidated financial statements and has not recorded any anticipated recovery
from the appeals. The Company is unable to predict the outcome of these appeals.

Goodwill and Other Intangible Assets (“SFAS 1427)

In June 2001, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 142 “Goodwill
and Other Intangible Assets” (“SFAS 142”), which broadens the criteria for recording intangible assets separate
from goodwill. SFAS 142 requires the use of a non-amortization approach to account for purchased goodwill
and certain intangibles. Under a non-amortization approach, goodwill and certain intangibles are not amortized
Into results of operations, but instead are reviewed for impairment and an impairment charge is recorded in the
periods in which the recorded carrying value of goodwill and certain intangibles is more than its estimated fair
value. The Company adopted SFAS 142 as of the beginning of fiscal 2002 (December 31, 2001). The provi-
sions of SFAS 142 require that a transitional impairment test be performed as of the beginning of the year the
statement is adopted. The provisions of SFAS 142 also require that a goodwill impairment test be performed
annually or on the occasion of other events that indicate a potential impairment. The new criteria for recording
intangible assets separate from goodwill did not require any reclassification in the Company’s consolidated fi-
nancial statements.

At December 30, 2001, the Company had goodwill of $220.5 million, of which $217.3 million related to
the Home Health Services business and $3.2 million related to the SPS business. The SPS goodwill of $3.2 mil-
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lion was acquired by Accredo as a component of the net assets of the SPS business. The Company’s transitional
impairment test indicated that there was an impairment of goodwill relating to the Home Health Services business
upon adoption of SFAS 142 as further described below.

The impairment test is a two step process that begins with the estimation of the fair value of each report-
ing unit. The first step screens for potential impairment and the second step measures the amount of the impair-
ment. The estimate of fair value of the Home Health Services business, as of December 31, 2001, considered
publicly available information as well as financial projections and estimates prepared by outside advisors and
was determined by subtracting the agreed-upon purchase price for the SPS business from the market capitaliza-

: tion of the Company. As part of the first step to assess potential impairment, management compared the estimate

- of fair value for the Home Health Services business to the book value of the business unit’s net assets. Since the

book value of Home Health Services’ net assets was greater than its estimated fair value, management proceeded

to the second step to measure the impairment. The second step compared the implied fair value of goodwill with

- its carrying value. The implied fair value of goodwill is determined by allocating the fair value of the reporting

unit to all of the assets and liabilities of that unit as if the reporting unit had been acquired in a business combina-
tion and the fair value of the reporting unit was the purchase price paid to acquire the reporting unit. The excess

_ of the fair value of the reporting unit over the amounts assigned to its assets and liabilities is the implied fair

: value of goodwill. If the carrying amount of the reporting unit’s goodwill is greater than its implied fair value, an
impairment loss would be recognized in the amount of the excess.

Based on the results of the transitional impairment tests, the Company determined that an impairment
loss relating to goodwill had occurred and recorded a non-cash charge of $187.1 million, net of tax, as cumula-
tive effect of accounting change in the accompanying consolidated statement of operations for the fiscal year
ended December 29, 2002. This charge included a tax benefit of $3.4 million relating to tax deductible goodwill,
which was recorded in the fiscal year 2002. The Company recorded a deferred tax benefit of approximately $66
million resulting from this non-cash charge and increased its tax valuation allowance by the same amount. The
deferred tax benefit was recorded by eliminating a deferred tax liability of approximately $27 million and re-
cording a deferred tax asset of approximately $39 million. See Note 12 to the consolidated financial statements.

For fiscal years 2001 and 2000, intangibles, principally goodwill, associated with acquired businesses
were being amortized on a straight-line basis over periods ranging from 10 to 40 years.

The table below presents a reconciliation of reported net income to adjusted net income as if the SFAS
142 was adopted as of January 1, 2000 (in thousands, except per share amounts):

For the Fiscal Year Ended
December 38, 2001 December 31, 2000

Earnings Per Share Earnings Per Share

Net Income (Loss) Basic and Diluted Net Income (Loss) Basic and Diluted

Reported net income (loss) S 20,988 $ 0.90 $ (104,200) $ (5.05)

Add back: Goodwill amortization, net of tax 10,023 0.43 10,798 0.52

1 Adjusted net income (loss) $ 31,011 S 1.33 3 (93,402) $ (4.53)
‘ Ttem 7A. Quantitative and Qualitative Disclosures About Market Risk

] The Company had no interest rate exposure on fixed rate debt or other market risk at December 29,
2002,

Item 8. Financial Statements and Supplementary Data

The consolidated financial statements and financial statement schedule set forth in Part IV, Item 15 (a)
(1) and (2) of this report are incorporated by reference into this Item 8.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

There have been no such changes or disagreements.
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PART IIT
Item 10. Directors and Executive Officers of the Registrant

Information required regarding the directors of the Company is incorporated herein by reference to in-
formation to be contained in the Company’s Proxy Statement to be filed with the SEC with regard to the Com-
pany’s 2003 Annual Meeting of Shareholders. See also the information with respect to executive officers of the
Company at the end of PART 1 hereof.

Item 11. Executive Compensation

Information required concerning executive compensation is incorporated herein by reference to informa-
tion to be contained in the Company’s Proxy Statement to be filed with the SEC with respect to the Company’s
2003 Annual Meeting of Shareholders.

Item 12. Securities Ownership of Certain Beneficial Owners and Management and Related Stoclk-
holder Matters

Information required regarding the security ownership of certain beneficial owners and management of
the Company and related stockholder matters is incorporated herein by reference to information to be contained
in the Company’s Proxy Statement to be filed with the SEC with respect to the Company’s 2003 Annual Meeting
of Shareholders.

Item 13. Certain Relationships and Related Transactions
There are no such relationships or transactions.

Ttem 14. Controls and Procedures
Evaluation of disclosure controls and procedures.

The Company’s Chief Executive Officer and Chief Financial Cfficer are responsible for establishing and
maintaining “disclosure controls and procedures” (as defined in the Securities Exchange Act of 1934 Rules 13a-
14(c) and 15d-14(c)) for the Company. The Company’s Chief Executive Officer and Chief Financial Officer,
after evaluating the effectiveness of the Company’s disclosure controls and procedures as of a date within 90
days before the filing date of this annual report, have concluded that the Company’s disclosure controls and pro-
cedures are adequate and effective in timely alerting them to material information relating to the Company (in-
cluding its consolidated subsidiaries) required to be included in its periodic SEC filings.

Change in internal controls.
There were no significant changes in the Company’s internal controls or in other factors that could sig-

nificantly affect those controls subsequent to the date of the evaluation. As a result, no corrective actions were
taken.



PART IV
Item 15. Exhibits, Financial Statement Schedules and Reports on Form 8-K

(a)(1) Financial Statements

Page No.
@ Report of Independent ACCOUMTANES ......eiiiiiiiiiiiiriir et e eae e se e e naeenees F-2
o Consolidated Balance Sheets as of December 29, 2002 and December 30, 2001 e F-3
a Consolidated Statements of Operations for the three years ended December 29, 2002 ......... F-4
s Consolidated Statements of Changes in Shareholders’ Equity for the three years ended
December 29, 2002 ..o ettt e tr b et eaae e s F-5
i = Consolidated Statements of Cash Flows for the three years ended December 29, 2002 ........ F-6
p o Notes to Consolidated Financial Statements .........cococveiiriirieriiiee e F-7
{a)(2) Financial Statement Schedule
o Schedule 1i - Valuation and Qualifying Accounts for the three years ended Decem-
DET 29, 2002 ...ttt ettt ettt be et ar e sttt stk aneenee F-33
(a)(3) Exhibits
Exhibit
Number Description
3.1 Restated Certificate of Incorporation of Company(1)
4 32 Certificate of Correction to Certificate of Incorporation, filed with the Delaware Secretary of State
on July 1, 2002(2)
3.3 Restated By-Laws of Company(2)
4.1 Specimen of common stock(4)
]
4.2 Form of Certificate of Designation of Series A Junior Participating Preferred Stock(1)
A 43 Form of Certificate of Designation of Series A Cumulative Non-Voting Redeemable Preferred
Stock(3)
10.1 Separation Agreement dated August 17, 1999 among Olsten Corporation, Aaronco Corp. and
Adecco SA(1)
- 10.2 Omnibus Amendment No. 1 dated October 7, 1999 by and among Olsten Corporation, Aaronco
Corp., Adecco SA and Olsten Health Services Holding Corp.(1)
] 10.3 Omnibus Amendment No. 2 dated January 18, 2000 by and among Olsten Corporation, Adecco
3 SA, Olsten Health Services Holding Corp., the Company and Staffing Acquisition Corporation (1)
‘f
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Exhibit
Number

Description

10.4

10.5
10.6
10.7
10.8
10.9
10.10
10.11
10.12
10.13
10.14

10.15

10.16

10.17

10.18

10.19

21.

23.

Form of Rights Agreement dated March 2, 2000 between the Company and EquiServe Limited
Partnership, as rights agent(3)

Company’s Executive Officers Bonus Plan(1)*

Company’s 1999 Stock Incentive Plan(5)*

Company’s Stock & Deferred Compensatioﬁ Plan for Non-Employee Directors (5)*

Company’s Employee Stock Purchase Plan (1)*

Form of Employment Agreement with Edward A. Blechschmidt (3)*

Form of Change in Control Agreement with Edward A. Blechschmidt (5)*

Form of Change in Control Agreement with Executive Officers of Company(2) *

Form of Severance Agreement with Executive Officers of Company (2)*

Employment Agreement with Ronald A. Malone +*

Change in Control Agreement with Ronald A. Malone (2)*

Loan and Security Agreement dated June 13, 2002 by and bétween Fleet Capital Corporation, as
Administrative Agent, on behalf of the lenders named therein, Fieet Securities, Inc., as Arranger,
Gentiva Health Services, Inc., Gentiva Health Services Holding Corp. and the subsidiaries named

therein (6)

Asset Purchase Agreement dated as of January 2, 2002 by and between Accredo Health, Incorpo-
rated, the Company and the Sellers named therein (7)

National Home Care Provider Agreement between CIGNA Health Corporation and Gentiva Care-
Centrix, Inc. dated January 1, 1996, as amended (8) (confidential treatment requested as to portions
of this document)

Amendment dated January 1, 2003 to National Home Care Provider Agreement between Cigna
Health Corporation and Gentiva CareCentrix, Inc. dated January 1, 1996, as amended + (confiden-

tial treatment requested as to portions of this document)

Consulting Agreement dated as of July 1, 2002 between Gail R. Wilensky and Gentiva Health Ser-
vices (USA), Inc. +*

List of Subsidiaries of Company +

Consent of PricewaterhouseCoopers LLP, independent accountants +

(1) Incorporated herein by reference to Amendment No. 2 to the Registration Statement of Company on Form
S-4 dated January 19, 2000 (File No. 333-88663).

(2) Incorporated herein by reference to Form 10-Q of Company for quarterly period ended June 30, 2002.
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Incorporated herein by reference to Amendment No. 3 to the Registration Statement of Company on Form
S-4 dated February 4, 2000 (File No. 333-88663).

(4) Incorporated herein by reference to Amendment No. 4 to the Registration Statement of Company on Form
S-4 dated February 9, 2000 (File No. 333-88663).

(5) Incorporated herein by reference to Form 10-K of Company for the fiscal year ended January 2, 2000.
(6) Incorporated herein by reference to Form 8-K of Company dated June 13, 2002 and filed June 21, 2002.
(7) Incorporated herein by reference to definitive Proxy Statement of Company dated May 10, 2002.

(8) Incorporated herein by reference to Form 10-Q of Company for quarterly period ended September 29,
2002.

* Management contract or compensatory plan or arrangement
+  Filed herewith
(b) Reports on Form 8-K

No reports on Form 8-K were filed during the last quarter of the period covered by this report.




SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the regis-
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CERTIFICATIONS
I, Ronald A. Malone, certify that:
1. I have reviewed this annual report on Form 10-K of Gentiva Health Services, Inc.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this annual re-
port, fairly present in all material respects the financial condition, results of operations and cash flows of the reg-
istrant as of, and for, the periods presented in this annual report;

4. The registrant's other certifying officer and I are responsible for establishing and maintaining disclosure con-
trols and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

a) designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) evaluated the effectiveness of the registrant's disclosure controls and procedures as of a date within
90 days prior to the filing date of this annual report (the "Evaluation Date"); and

¢) presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant's other certifying officer and 1 have disclosed, based on our most recent evaluation, to the regis-
trant's auditors and the audit committee of registrant's board of directors (or persons performing the equivalent
functions):

a) all significant deficiencies in the design or operation of internal controls which could adversely affect
the registrant’s ability to record, process, summarize and report financial data and have identified for the
registrant's auditors any material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a signifi-
cant role in the registrant's internal controls; and

6. The registrant's other certifying officer and I have indicated in this annual report whether there were significant
changes in internal controls or in other factors that could significantly affect internal controls subsequent to the
date of our most recent evaluation, including any corrective actions with regard to significant deficiencies and
material weaknesses.

Date: March 25, 2003

/s/Ronald A. Malone
Ronald A. Malone
Chief Executive Officer




1, John R. Potapchuk, certify that:
1. T have reviewed this annual report on Form 10-K of Gentiva Health Services, Inc.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this annual re-
port, fairly present in all material respects the financial condition, results of operations and cash flows of the reg-
istrant as of, and for, the periods presented in this annual report;

4. The registrant's other certifying officer and I are responsible for establishing and maintaining disclosure con-
trols and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

a) designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) evaluated the effectiveness of the registrant's disclosure controls and procedures as of a date within
90 days prior to the filing date of this annual report (the "Evaluation Date"); and

c) presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant's other certifying officer and I have disclosed, based on our most recent evaluation, to the regis-
trant's auditors and the audit committee of registrant's board of directors (or persons performing the equivalent
functions):

a) all significant deficiencies in the design or operation of internal controls which could adversely affect
the registrant's ability to record, process, summarize and report financial data and have identified for the
registrant’s auditors any material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a signifi-
cant role in the registrant's internal controls; and

6. The registrant's other certifying officer and I have indicated in this annual report whether there were significant
changes in internal controls or in other factors that could significantly affect internal controls subsequent to the
date of our most recent evaluation, including any corrective actions with regard to significant deficiencies and
material weaknesses.

Date: March 25, 2003
/s/John R. Potapchuk

John R. Potapchuk
Chief Financial Officer
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- PricewaterhouseCoopers LLP
300 Atlantic Street
P.O.Box 9316
Stamford CT 06904-9316
Telephone (203) 539 3000
Facsimile (203) 539 3001

- REPORT OF INDEPENDENT ACCOUNTANTS

. To the Board of Directors and Shareholders
of Gentiva Health Services, Inc. and Subsidiaries:

In our opinion, the consolidated financial statements listed in the accompanying index
present fairly, in all material respects, the financial position of Gentiva Health Services, Inc.
and Subsidiaries (the “Company”) at December 29, 2002 and December 30, 2001, and the re-
sults of their operations and their cash flows for each of the three years in the period ended
December 29, 2002 in conformity with accounting principles generally accepted in the United
States of America. In addition, in our opinicn, the financial statement schedule listed in the

e accompanying index presents fairly, in all material respects, the information set forth therein
when read in conjunction with the related consolidated financial statements. These financial
statements and financial statement schedule are the responsibility of the Company’s manage-
ment; our responsibility is to express an opinion on these financial statements and financial
statement schedule based on our audits. We conducted our audits of these statements in ac-
cordance with auditing standards generally accepted in the United States of America, which
require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements, assessing
the accounting principles used and significant estimates made by management, and evaluating
the overall financial statement presentation. We believe that cur audits provide a reasonable
basis for our opinion. '

As discussed in Note 2 to the consolidated financial statements, the Company adopted
SFAS No. 142, “Goodwill and Other Intangible Assets” which changed the method of ac-
counting for goodwill and other intangible assets effective December 31, 2001.

. New York, New York
February 5, 2003
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GENTIVA HEALTH SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
(In thousands, except share amounts)

December 29, 2002 December 30, 2031
ASSETS
Current assets:
Cash and cash equivalents $ 101,241 $ 71,980
Restricted cash - 35,164
Receivables, less allowance for doubtful accounts of
$9,032 and $10,831 in 2002 and 2001, respectively 125,078 140,295
Prepaid expenses and other current assets 10,534 46,767
Assets held for sale - 306,537
Total current assets 236,853 600,743
Fixed assets, net 13,025 17,045
Goodwill, net - 217,327
Other assets 14,553 14,764
Total assets S 264,431 $ 849,879
LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Accounts payable . $ 16,865 $ 10,022
Payroll and related taxes 12,377 12,756
Medicare liabilities 11,880 20,878
Cost of claims incurred but not reported 27,899 20,174
Obligations under insurance programs 37,829 29,613
Other accrued expenses 25,664 32,678
Liabilities held for sale - 56,673
Total current liabilities 132,514 182,794
Other liabilities 18,869 45,378
Shareholders' equity:
Common stock, $.10 par value; authorized 100,000,000
shares; issued and outstanding 26,385,210 and 2,639 2,564
25,638,794 shares, respectively
Additional paid-in capital 263,024 722,725
Accumulated deficit (152,615) (103,582)
Total shareholders' equity ' 113,048 621,707
Total liabilities and shareholders' equity $ 264,431 3 849,879

See notes to consolidated financial statements.
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GENTIVA HEALTH SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS
(In thousands, except per share amounts)

For the Fiscal Year Ended
December 29, 2002 December 39, 2001 December 31, 2000

Net revenues $ 768,501 $ 729,577 $ 881,765
Cost of services sold 520,901 483,917 608,272
Gross profit 247,600 245,660 273,493
Selling, general and administrative expenses (283,540) (266,322) (356,359)
Gain on sale of businesses - - 36,682
Interest income (expense), net 834 (63) (3,066)
Loss before income taxes from continuing operations (35,106) (20,725) (49,250)
Income tax expense (benefit) 18,437 (6,815) 576
Loss from continuing operations (53,543) (13,910) (49,826)
Discontinued operations, net of tax 191,578 34,898 (54,374)
Income (loss) before cumulative effect of accounting change 138,035 20,988 {104,200)
Cumulative effect of accounting change, net of tax (187,068) - -
Net income (loss) $ (49,033) § 20,988 $ (104,200)

Basic and diluted earnings per share:

Loss from continuing operations $ 205 % 0.60) $ (2.41)
Discontinued operations, net of tax 7.32 1.50 (2.64)
Cumulative effect of accounting change, net of tax (7.14) - -
Net income (loss) $ (1.87) § 0.90 $ (5.05)
Weighted average shares oufstanding 26,183 23,186 20,637

See notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF
CHANGES IN SHAREHOLDERS’ EQUITY
FOR THE THREE YEARS ENDED DECEMBER 29, 2602
(In thousands, except share amounnts)

GENTIVA HEALTH SERVICES, INC. AND SUBSIDIARIES

Accumulated
Additional OGther
Common Stock Paid-in Accumulated Comprehensive
Shares Amount Capital Deficit Loss Total
Balance at January 2, 2000 20,345,029 $ 2,035 $ 725998 $ (20,370) 2,372) 705,291 |
Comprehensive loss:

Net loss {104,200y (104,200)

Cumulative translation adjustment (176) {176)

Reversal of cumulative translation

adjustment related to Canadian
operations sold during the year 2,548 2,548
Unrealized loss on investments (564) (564)
Subtotal - - - (104,200) 1,808 (102,392)
Net transactions with Olsten (41,786) (41,786)
Issuance of stock upon exercise of
stock options and under stock plans
for employees and directors 851,664 85 4,951 - - 5,036
Balance at December 31, 2000 21,196,693 $ 2,120 $ 689,163 $ (124,570) (564) 566,149
Comprehensive income:
Net income 20,988 20,988
Realized gain on investments 564 564
Subtotal - - - 20,988 564 21,552
Conversion of Gentiva-obligated man-

datonly redeemable convertible

securities of a subsidiary holding

solely Gentiva debentures 2,146,105 214 19,786 20,000
Issuance of stock upon exercise of

stock options and under stock plans
for employees and directors 2,295,996 230 13,776 - - 14,006
Balance at December 30, 2001 25,638,794 S 2,564 $ 722,725 5 (103,582) - 621,707
Comprehensive loss:

Net loss (49,033) (49,033)
Dividends paid {$17.75 per share) (466,597) (466,597)
Issuance of stock upon exercise of

stock options and under stock plans
for employees and directors 746,416 75 6,896 - - 6,971
Balance at December 29, 2002 26,385,210 $ 2,639 $ 263,024 S (152,615) - 113,048

See notes to consolidated financial statements.



i GENTIVA HEALTH SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
For the Fiscal Year Ended
December 29, 2002 December 30, 2001 December 31, 2000
| OPERATING ACTIVITIES:
: Net income (loss) £ 49,033y ¢ 20,988 S (104,200}
Adjustments to reconcile net income (loss) to net cash
provided by (used in) operating activities
I Loss (Income) from discontinued operations (191,578) (34,898) 54,374
Cumulative effect of accounting change 187,068 - -
Depreciation and amortization 7,185 18,741 22,060
Provision for doubtful accounts  © 4,936 5,120 31,157
(Loss) Gain on sale/disposal of businesses and fixed assets 951 (255) (36,682)
. Stock option tender offer 21,388 - -
; Deferred income taxes 12.837 - (774)
! Changes in assets and labilities, net of acquisitions/divestitures
Accounts receivable 10,281 32,655 28,498
Prepaid expenses and other current assets 7,825 2,610 (12,303}
N Current liabilities 6,393 (11,702) (42,186)
b Change in net assets held for sale 3,300 57,711 47,100
Other, net (3,024) 827 3,947
Net cash provided by (used in) operating activities 18,529 91,797 (9,009)
» INVESTING ACTIVITIES:
] Purchase of fixed assets - continuing operations 4,116) (3,864) (4,751)
1 Purchase of fixed assets - discontinued operations (2,121) (6,203} (3,798)
Proceeds from sale of business - 206,564 475 67,734
Withdrawal from (deposits into) restricted cash 35,164 (35,164) -
| Net cash provided by (used in) investing activities 235,491 (44,756) 59,185
; FINANCING ACTIVITIES:

j Proceeds from issuance of common stock 6,971 14,006 5,036
f Debt issuance costs (1,321) - (2,657)
‘ Net transactions with Olsten - - 5,226

Issuance of mandatorily redeemable and other securities - - 20,100
) Cash distribution to shareholders (203,983) - -
o Retirement of long-term debt - - (78,087)
9 Payments for stock option tender (21,388) - -
H Advance received from/(paid t0) Medicare program (5,038) 20,878 -
Decrease in book overdrafts - (10,379) (2,285)
Net cash (used in) provided by financing activities (224,759) 24,505 (52,667)
Net change in cash and cash equivalents 29,261 71,546 (2,491)
Cash and cash equivalents at beginning of period 71,980 434 2925
Cash and cash equivalents at end of period $ 101,241 $ 71,980 3 434

SUPPLEMENTAL SCHEDULE OF NON CASH INVESTING AND FINANCING ACTIVITIES
For fiscal year 2002, in connection with the sale of the Company's Specialty Pharmaceutical Services business on June 13, 2002, the Company
received 5,060,976 shares of common stock of Accredo Health, Incorporated, which were subsequently distributed to the Company's shareholders.

In fiscal 2001, $20 million of the Company's convertible preferred trust securities were converted to common stock.

See notes to consolidated financial statements.
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GENTIVA HEALTH SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1. Background and Basis of Presentation

Background

On June 13, 2002, the Company sold substantially all of the assets of its specialty pharmaceutical ser-
vices (“SPS”) business to Accredo Health, Incorporated (“Accredo”) and received payment of cash in the amount
of $207.5 million (before a $0.9 million reduction resulting from a closing net book value adjustment) and
5,060,976 shares of Accredo common stock (valued at $262.6 million, based on the closing price of Accredo
common stock on the NASDAQ on June 13, 2002). The cash consideration, less a holdback of $3.5 million for
certain income taxes the Company expected to incur, and the Accredo common stock were then distributed as a
special dividend to the Company’s shareholders.

The operating results of the SPS business through the closing date of the sale to Accredo, including cor-
porate expenses directly attributable to SPS operations, restructuring and special charges related to the SPS busi-
ness, as well as the gain on the sale, net of transaction costs and related income taxes, are reflected as discontin-
ued operations in the accompanying consolidated statements of operations. Continuing operations includes the
results of the Home Health Services business, including corporate expenses that did not directly relate to SPS, as
well as restructuring and special charges. In addition, for fiscal 2000, continuing operations included the health
care staffing services business and Canadian operations which were sold during the fourth quarter of fiscal 2000.
Results of all prior periods have been reclassified to conform to this presentation.

In addition, under the Statement of Financial Accounting Standards No. 131 "Disclosures about Segments
of an Enterprise and Related Information” ("SFAS 131"), the SPS business had been reported as a segment of the
Company. Subsequent to the sale of the SPS business, the Company operates its remaining Home Health Ser-
vices business as a single reporting unit.

On March 15, 2000, Gentiva Health Services, Inc. and its Subsidiaries (the “Company”) were split off
(the “Split-off”) from Olsten Corporation (“Olsten”) through the issuance of the Company’s shares of common
stock to Olsten’s shareholders and the Company became an independent, publicly owned company. On such
date, Olsten also merged its remaining staffing and information technology businesses with those of Adecco SA
pursuant to a Merger Agreement (the “Merger”). Prior to the Split-off, the Company operated Clsten’s health
services business as a wholly owned subsidiary of Olsten.

In connection with the Split-off and Merger, the Company issued mandatorily redeemable and other se-
curities as discussed in Note 7, settled certain transactions with Olsten as discussed in Note 8, and agreed to as-
sume certain obligations and commitments including those described in Notes 8 and 10 and the shareholders of
Olsten approved various stock plans for the Company as described in Note 11.

Basis of Presentation

The accompanying consolidated financial statements reflect the financial position, results of operations,
changes in shareholders’ equity and cash flows of the Company as if it was an entity separate from Olsten for all
periods presented. The consolidated financial statements have been prepared using the historical basis of assets
and liabilities and historical results of operations related to the Company.

The Company’s selling, general and administrative expenses included a management fee of approxi-
mately $1.0 million for fiscal 2000. This fee represented an allocation of certain general corporate overhead ex-
penses related to Olsten’s corporate headquarters. Management believes the allocations related to general corpo-
rate overhead expenses were reasonable; however, the costs charged to the Company were not necessarily indica-
tive of the costs that would have been incurred if the Company had been a stand-alone entity during the period
for which such expenses were allocated. Subsequent to the Split-off, the Company began to perform these func-
tions using its own resources or purchased services, and additionally, the Company has been responsible for the
costs and expenses associated with the management of a public corporation.

Net interest expense as presented in the consolidated statements of operations included net interest ex-
pense of approximately $3.0 million for fiscal 2000 relating to the intercompany balances with Olsten. Such in-
tercompany balances have been reflected as a contribution to capital at January 2, 2000 and as of the Split-off
date.
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Additionally, prior to the Split-off, income taxes were calculated on a separate company basis. The
Company’s financial results prior to the Split-off included the costs experienced by the Olsten benefit plans for
employees for whom the Company assumed responsibility on the Split-off date. As part of the Split-off and
Merger, the Company, Olsten and Adecco SA entered into a Separation Agreement, Tax Sharing Agreement and
an Employee Benefits Allocation Agreement, which address the allocation of assets and liabilities and govern
future relationships between them.

Note 2. Summary of Critical and Other Significant Accounting Policies

Consolidation

The consolidated financial statements include the accounts of the Company and its wholly owned sub-
sidiaries. All significant intercompany balances and transactions have been eliminated. The Company’s fiscal
year ends on the Sunday nearest to December 3 1st, which was December 29, 2002 for fiscal 2002, December 30,
2001 for fiscal 2001 and December 31, 2000 for fiscal 2000.

Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in
the United States requires management to make estimates and assumptions and select accounting policies that
affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date
of the financial statements and the reported amounts of revenues and expenses during the reporting period. Ac-
tual results could differ from those estimates.

The most critical estimates relate to revenue recognition, the collectibility of accounts receivable and re-
lated reserves, the cost of claims incurred but not reported, obligations under workers compensation, professional
liability and employee health and welfare insurance programs and Medicare settlement issues.

A description of the critical and other significant accounting policies and a discussion of the significant
estimates and judgments associated with such policies are described below.

Critical Accounting Policies

Revenue Recognition

Under fee-for-service agreements with patients and commercial and certain government payors, net
revenues are recorded based on net realizable amounts to be received in the period in which the services and
products are provided or delivered. Under capitated arrangements with managed care customers, net revenues
are recognized based on a predetermined monthly contractual rate for each member of the managed care plan
regardless of the services provided. Under the Prospective Payment System (“PPS”) for Medicare reimburse-
ment, net revenues are recorded based on a reimbursement rate which varies based on the severity of the patient’s
condition, service needs and certain other factors; revenue is recognized ratably over the period in which services
are provided. Revenue is subject to adjustment during this period if there are significant changes in the patient’s
condition during the treatment period or if the patient is discharged but readmitted to another agency within the
same 60 day episodic period. Medicare billings under PPS are initially recognized as deferred revenue and are
subsequently amortized into revenue over an average patient treatment period. The process for recognizing reve-
nue to be recognized under the Medicare program is based on certain assumptions and judgments, including the
average length of time of each treatment as compared to a standard 60 day episode, the appropriateness of the
clinical assessment of each patient at the time of certification and the level of adjustments to the fixed reim-
bursement rate relating to patients who receive a limited number of visits, have significant changes in condition
or are subject to certain other factors during the episode. Deferred revenue of approximately $4.4 million and
$5.2 million relating to the Medicare PPS program was included in other accrued expenses in the consolidated

‘balance sheets as of December 29, 2002 and December 30, 2001, respectively.

Revenue adjustments result from differences between estimated and actual reimbursement amounts, an
inability to obtain appropriate billing documentation or authorizations acceptable to the payor and other reasons
unrelated to credit risk. Revenue adjustments are deducted from gross accounts receivable. These revenue ad-
Justments are based on significant assumptions and judgments which are determined by Company management
based on historical trends.
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Net revenues attributable to major payor sources of reimbursement are as follows:

Fiscal Year

2002 2001 2000

Medicare 21% 21% 20%
Medicaid and Other Government 22 23 24
Commercial Insurance and Other 57 56 56

100% 100% 100%

The Company is party to a contract with CIGNA Health Corporation (“Cigna”), pursuant to which the
Company provides or contracts with third party providers to provide home nursing services, acute and chronic
infusion therapies, durable medical equipment, and respiratory products and services to patients insured by
Cigna. For fiscal years 2002, 2001 and 2000, Cigna accounted for approximately 38 percent, 36 percent and 26
percent, respectively, of the Company’s total net revenues. The Company has renewed the contract with Cigna
for a seventh consecutive year, with the current contract expiring on December 31, 2003, with an option to re-
new.

Net revenues generated under capitated agreements were approximately 16 percent, 15 percent, and 12
percent of total net revenues for fiscal 2002, 2001, 2000, respectively. Fee-for-service contracts with other com-
mercial payors are traditionally one year in term and renewable automatically on an annual basis, unless termi-
nated by either party. :

Collectibility of Accounts Receivable

The process for estimating the ultimate collection of receivables, particularly with respect to fee-for-
service arrangements, involves significant assumptions and judgments. In this regard, the Company has imple-
mented a standardized approach to estimate and review the collectibility of its receivables based on accounts
receivable aging trends. Historical collection and payor reimbursement experience is an integral part of the esti-
mation process related to determining the allowance for doubtful accounts. In addition, the Company assesses
the current state of its billing functions in order to identify any known collection or reimbursement issues to de-
termine the impact, if any, on its reserve estimates, which involve judgment. Revisions in reserve estimates are
recorded as an adjustment to the provision for doubtful accounts which is reflected in selling, general and admin-
istrative expenses. The Company believes that its collection and reserve processes, along with the monitoring of
its billing processes, help to reduce the risk associated with material revisions to reserve estimates resulting from
adverse changes in collection, reimbursement experience and billing functions.

Cost of Claims Incurred But Not Reported

Under capitated arrangements with managed care customers, the Company estimates the cost of claims
incurred but not reported based on applying actuarial assumptions, historical patterns of utilization to authorized
levels of service, current enrollment statistics and other information. In addition, under fee-for-service arrange-
ments with certain managed care customers, the Company also estimates the cost of claims incurred but not re-
ported and the estimated revenue relating thereto in situations in which the Company is responsible for care man-
agement and patient services are performed by a non-affiliated provider.

The estimate of cost of claims incurred but not reported involves significant assumptions and judgments
which relate to and may vary depending on the services authorized at each of the Company’s care management
centers, historical patterns of service utilization and payment trends. These assumptions and judgments are
evaluated on a quarterly basis and changes in estimated liabilities for costs of claims incurred but not reported are
determined based on such evaluation.

Obligations under Insurance Programs

The Company is obligated for certain costs under various insurance programs, including employee
health and welfare, workers compensation and professional liability.

The Company may be subject to workers compensation claims and lawsuits alleging negligence or other
similar legal claims. The Company maintains various insurance programs to cover this risk but is substantially
self-insured for most of these claims. The Company recognizes its obligations associated with these programs in
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the period the claim is incurred. The cost of both reported claims and claims incurred but not reported, up to
specified deductible limits, have generally been estimated based on historical data, industry statistics, current
enrollment statistics and other information. Such estimates and the resulting reserves are reviewed and updated
periodically.

For the fiscal year ended December 29, 2002, the Company recorded a special charge of $6.3 million re-
lating primarily to a refinement in the estimation process used to determine the Company’s actuarially computed
workers compensation and professional liability reserves. In this regard, management believes it now has suffi-
cient data to allow the Company to more heavily rety on its own home health specific historical claims experi-
ence in determining the Company’s estimates of workers compensation and professional liability reserves. Pre-
viously the Company utilized insurance industry actuarial information, as well as the Company’s historical claims
experience in developing reserve estimates.

The Company maintains insurance coverage on individual claims. The Company is respounsible for the
cost of individual workers compensation claims and individual professional liability claims up to $500,000 per
incident which occurred prior to March 15, 2002 and $1,000,000 per incident thereafter, The Company also
maintains excess liability coverage relating to professional liability and casualty claims which provides insurance
coverage for individual claims of up to $25,000,000 in excess of the underlying coverage limits. Letters of credit
and surety bonds have been issued to guarantee payment under the Company’s workers compensation program.
The Company believes that its present insurance coverage and reserves are sufficient to cover currently estimated
exposures, but there can be no assurance that the Company will not incur liabilities in excess of recorded reserves
or in excess of its insurance limits.

Settlement Issues

Prior to October 1, 2000, reimbursement of Medicare home care nursing services was based on reason-
able, allowable costs incurred in providing services to eligible beneficiaries subject to both per visit and per
beneficiary limits in accordance with the Interim Payment System established through the Balanced Budget Act
of 1997. These costs were reported in annual cost reports, which were filed with the Center for Medicare and
Medicaid Services (“CMS”), formerly known as the Health Care Financing Administration, and are subject to
audit by the fiscal intermediary engaged by CMS. The fiscal intermediary has not completed its audit of the fis-
cal 2000 cost reports and the review of cost limits relating to certain of the Company’s Medicare providers. Fur-
thermore, settled cost reports relating to certain years prior to fiscal 2000 could be subject to reopening of the
audit process by the fiscal intermediary. Although management believes that established reserves are sufficient,
it 1s possible that adjustments resulting from such audits by the fiscal intermediary could result in adjustments to
the consolidated financial statements that exceed established reserves.

The Company has filed appeals with the Provider Reimbursement Review Board for the years 1997,
1998 and 1999 concerning audit adjustments made by its Medicare fiscal intermediary. These audit adjustments
relate to the methodology used by the Company in allocating a portion of its residual overhead cost on the Medi-
care cost reports. The Company believes its methodology used to allocate such overhead cost was accurate and
consistent with past practice accepted by the fiscal intermediary; however, the Company has recorded the impact
of the audit adjustments in its consolidated financial statements and has not recorded any anticipated recovery
from the appeals. The Company is unable to predict the outcome of these appeals.

Goodwill and Other Intangible Assets (“SFAS 1427)

In June 2001, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 142 “Goodwill
and Other Intangible Assets” (“SFAS 142”), which broadens the criteria for recording intangible assets separate
from goodwill. SFAS 142 requires the use of a non-amortization approach to account for purchased goodwill
and certain intangibles. Under a non-amortization approach, goodwill and certain intangibles are not amortized
into results of operations, but instead are reviewed for impairment and an impairment charge is recorded in the
periods in which the recorded carrying value of goodwill and certain intangibles is more than its estimated fair
value. The Company adopted SFAS 142 as of the beginning of fiscal 2002 (December 31, 2001). The provi-
sions of SFAS 142 require that a transitional impairment test be performed as of the beginning of the year the
statement is adopted. The provisions of SFAS 142 also require that a goodwill impairment test be performed
annually or on the occasion of other events that indicate a potential impairment. The new criteria for recording
intangible assets separate from goodwill did not require any reclassification in the Company’s consolidated fi-
nancial statements.
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At December 30, 2001, the Company had goodwill of $220.5 million, of which $217.3 million related to
the Home Health Services business and $3.2 million related to the SPS business. The SPS goodwill of $3.2 mil-
lion was acquired by Accredo as a component of the net assets of the SPS business. The Company’s transitional
impairment test indicated that there was an impairment of goodwill relating to the Home Health Services business
upon adoption of SFAS 142 as further described below.

The impairment test is a two step process that begins with the estimation of the fair value of each report-
ing unit. The first step screens for potential impairment and the second step measures the amount of the impair-
ment. The estimate of fair value of the Home Health Services business, as of December 31, 2001, considered
publicly available information as well as financial projections and estimates prepared by outside advisors and
was determined by subtracting the agreed-upon purchase price for the SPS business from the market capitaliza-
tion of the Company. As part of the first step to assess potential impairment, management compared the estimate
of fair value for the Home Health Services business to the book value of the business unit’s net assets. Since the
book value of Home Health Services” net assets was greater than its estimated fair value, management proceeded
to the second step to measure the impairment. The second step compared the implied fair value of goodwill with
its carrying value. The implied fair value of goodwill is determined by allocating the fair value of the reporting
unit to all of the assets and liabilities of that unit as if the reporting unit had been acquired in a business combina-
tion and the fair value of the reporting unit was the purchase price paid to acquire the reporting unit. The excess
of the fair value of the reporting unit over the amounts assigned to its assets and liabilities is the implied fair
" value of goodwill. If the carrying amount of the reporting unit’s goodwill is greater than its implied fair value, an
impairment loss would be recognized in the amount of the excess.

Based on the results of the transitional impairment tests, the Company determined that an impairment
loss relating to goodwill had occurred and recorded a non-cash charge of $187.1 million, net of tax, as cumula-
tive effect of accounting change in the accompanying consolidated statement of operations for the fiscal year
ended December 29, 2002. This charge included a tax benefit of $3.4 million relating to tax deductible goodwill,
which was recorded in the fiscal year 2002. The Company recorded a deferred tax benefit of approximately $66
million resulting from this non-cash charge and increased its tax valuation allowance by the same amount. The
deferred tax benefit was recorded by eliminating a deferred tax liability of approximately $27 million and re-
cording a deferred tax asset of approximately $39 million. See Note 12.

For fiscal years 2001 and 2000, intangibles, principally goodwill, associated with acquired businesses
were being amortized on a straight-line basis over periods ranging from 10 to 40 years.

The table below presents a reconciliation of reported net income to adjusted net income (loss) as if the
SFAS 142 was adopted as of January 1, 2000 (in thousands, except per share amounts).

For the Fiscal Year Ended

December 30, 2001 Decemper 31, 2000
Earnings Per Share Earnings Per Share
Net Income (Loss) Basic and Diluted Net Income (L.0sS) Basic and Diluted
Reported net income (loss) $ 20,988 S 0.90 s (104,200 % (5.05)
Add back: Goodwill amortization, net of tax 10,023 0.43 10,798 0.52
Adjusted net income (loss) 3 31,011 $ 1.33 5 (93,402) $ (4.53)

Other Significant Accounting Policies

Cash end Cash Equivalents and Restricted Cash

Cash and cash equivalents and restricted cash deposited with banks and financial institutions include
highly liquid investments with original maturities of three months or less.

In connection with the Frederickson v. Olsten Health Services Corp. and Olsten Corporation case, a
supersedeas bond in the amount of $35.2 million was posted to satisfy the judgment plus interest. Under terms of
the bond, cash equal to the amount of the bond was held in a segregated account and was reported as restricted
cash in the accompanying consolidated balance sheet as of December 30, 2001. This matter has been settled and
the supersedeas bond has been released. The restricted cash of $35.2 million was released to the Company in
September 2002. See Note 9 for further discussion.




Fixed Assets

Fixed assets, including costs of Company developed software, are stated at cost and depreciated over the
estimated useful lives of the assets using the straight-line method. Leasehold improvements are amortized over
the shorter of the life of the lease or the life of the improvement.

Accounting for Impairment and Disposal of Long-Lived Assets

In August 2001, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 144 “Account-
ing for Impairment or Disposal of Long-Lived Assets” (“SFAS 1447} which superseded SFAS No. 121 “Ac-
counting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed of”. SFAS 144
further refined SFAS 121°s requirement that companies recognize an impairment loss if the carrying amount of a
long-lived asset is not recoverable based on its undiscounted future cash flows and measures an impairment loss
as the difference between the carrying amount and fair value of the asset. In addition, SFAS 144 provides guid-
ance on accounting and disclosure issues surrounding long-lived assets to be disposed of by sale. SFAS 144 also
extends the presentation of discontinued operations to include more disposal transactions. SFAS 144 is effective
for all fiscal quarters of all fiscal years beginning after December 15, 2001 (December 31, 2001 for the Com-
pany). The Company’s adoption of SFAS 144 did not result in any impairment loss being recorded.

Foreign Currency Translation

Prior to the sale of the Company’s Canadian operations in November 2000, financial statements de-
nominated in Canadian dollars were translated into U.S. dollars using the exchange rate at each balance sheet
date for assets and liabilities and a weighted average exchange rate for each period for revenues, expenses, gains
and losses and cash flows. Translation adjustments were recorded within accumulated other comprehensive loss.
As a result of the sale of the Company’s Canadian operations, cumulative translation adjustments of approxi-
mately $2.5 million were reversed from accumulated other comprehensive loss and reflected as a component of
gain on sale of businesses in the accompanying consolidated statement of operations. Transaction gains and
losses that arose from exchange rate fluctuations were not significant.

Earnings Per Share

Basic and diluted earnings (loss) per share for each period presented has been computed by dividing the
net income (loss) by the weighted average number of shares outstanding for each respective period. The compu-
tations of the basic and diluted per share amounts for the Company’s continuing operations were as follows (in
thousands, except per share amounts):

For the Fiscal Year Ended
December 29, 2002 December 30, 2001 December 31, 2000
Loss from continuing operations $ (53,543) § (13,916) 8 (49,826)

Basic and diluted weighted average ‘
common shares outstanding 26,183 23,186 20,637

Loss from continuing operations
per common share:
Basic and diluted $ (2.05) $ 0.60) § (2.41)

For fiscal year 2002, in accordance with Statement of Financial Accounting Standards No. 128 “Eam-
ings Per Share” (“SFAS 128”), the common shares used in computing the diluted per share amount for continu-
ing operations shall be used for discontinued operations, cumulative effect of accounting change and net income,
although the impact may be antidilutive. The computation for diluted earnings (loss) per share for fiscal year




2002 excludes the effect of an incremental 1,592,000 shares that would be issuable upon the assumed exercise of
stock options under the treasury stock method, since their inclusion would be antidilutive on earnings.

The weighted average number of shares outstanding of 23,186,000 for fiscal year 2001 included
2,146,105 shares of common stock issued upon conversion of $20 million of the 10 percent convertible preferred
trust securities from the date of conversion as discussed in Note 7.

For fiscal year 2001, due to the antidilutive effect on loss from continuing operations, the diluted earn-
ings (loss) per share computation excluded the effect of (i) an incremental 1,454,000 shares that would have been
issued if the 10 percent convertible preferred trust securities were converted at the beginning of the year and (i1)
1,229,000 shares that would be issuable upon the assumed exercise of stock options under the treasury stock
method.

For fiscal year 2000, the computation of diluted earnings (loss) per share excluded the effect of shares
issuable upon conversion of the (i) 4 ¥ percent convertible subordinated debentures which matured and were
retired in October 2600, (ii} 10 percent convertible preferred trust securities, further discussed in Note 7, and (iii)
the exercise of stock options, since their inclusion would have an antidilutive effect on earnings.

Income Taxes

The Company has been included, where applicable, in the consolidated income tax returns of Olsten for
periods up to the split off date. The provisions for the income taxes in the consolidated statements of operations
have been calculated on a separate company basis. The Company provides for taxes based on current taxable
income and the future tax consequences of temporary differences between the financial reporting and income tax
carrying values of ifs assets and liabilities. The Company files its own consolidated tax returns for periods sub-
sequent to March 15, 2000.

Fair Value of Financial Instruments

The fair value of a financial instrument represents the amount at which the instrument could be ex-
changed in a current transaction between willing parties, other than in a forced sale or liquidation. Significant
differences can arise between the fair value and carrying amount of financial instruments that are recognized at
historical amounts.

The carrying amounts of the Company’s cash and cash equivalents, restricted cash, accounts receivable,
accounts payable and certain other current liabilities approximate fair value because of their short maturity.

Reclassification

Certain reclassifications have been made to the 2001 and 2000 consolidated financial statements to con-
form to current year presentation.

Recent Accounting Pronouncements

Statement of Financial Accounting Standards (“SFAS™) No. 123, “Accounting for Stock-Based Com-
pensation” (“SFAS 123”), as amended by SFAS No. 148, “Accounting for Stock-Based Compensation — Transi-
tion and Disclosure and amendment of FASB Statement No. 1237 (“SFAS 148") encourages, but does not re-
quire, companies to record compensation cost for stock-based compensation plans at fair value. In addition,
SFAS 148 provides alternative methods of transition for a voluntary change to the fair value based method of
accounting for stock-based employee compensation, and amends the disclosure requirements of SFAS 123 to
require prominent disclosures in both annual and interim financial statements about the method of accounting for
stock-bhased employee compensation and the effect of the method used on reported results,

The Company has chosen to adopt the disclosure only provisions of SFAS 148 and continue to account
for stock-based compensation using the intrinsic value method prescribed in Accounting Principles Board
(“APB™) Opinion No. 25, “Accounting for Stock Issued to Employees” (“APB 25”), and related interpretations.
Under this approach, the cost of restricted stock awards is expensed over their vesting period, while the imputed
cost of stock option grants and discounts offered under the Company’s Employee Stock Purchase Plan (“ESPP”)
is disclosed, based on the vesting provisions of the individual grants, but not charged to expense. The Company
has several stock ownership and compensation plans, which are described more fully in Note 11.

In April 2002, the FASB issued SFAS No. 145 “Rescission of FASB Statements No. 4, 44 and 64,
Amendment of FASB Statements No. 13, and Technical Correction” (“SFAS 145”). SFAS 145 rescinded SFAS
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No. 4 “Reporting Gains and Losses from Extinguishment of Debt” (“SFAS 47), SFAS No. 44 “Accounting for
Intangible Assets of Motor Carriers” (“SFAS 44”) and SFAS No. 64 “Extinguishments of Debt Made to Satisfy
Sinking-Fund Requirements” (“SFAS 64”) and amended SFAS No. 13 “Accounting for Leases” (“SFAS 13”).
This statement updates, clarifies and simplifies existing accounting pronouncements. As a result of rescinding
SFAS 4 and SFAS 64, the criteria in APB Opinion No. 30 “Reporting the Results of Operations-Reporting the
Effects of Disposal of a Segment of a Business, and Extraordinary, Unusuai and Infrequently Occurring Events
and Transactions” will be used to determine whether gains and losses from extinguishment of debt receive ex-
traordinary item treatment. SFAS 44 was no longer necessary because the transitions under the Motor Carrier
Act of 1980 were completed. SFAS 13 was amended to eliminate an inconsistency between the required ac-
counting for sale-leaseback transactions and the required accounting for certain lease modifications that have
economic effects that are similar to sale-leaseback transactions and makes technical corrections to existing pro-
nouncements. The provisions of SFAS 145 are effective for fiscal years beginning after May 15, 2002, with ear-
lier application encouraged. The Company has elected to adopt SFAS 1435, effective April 1, 2002. During the
fiscal year ended December 29, 2002, the impact of this adoption resulted in the Company recognizing a write-
off of approximately $1.5 million of deferred debt issuance costs associated with the terminated credit facility
which is reflected in selling, general and administrative expenses in the accompanymg consolidated statements of
operations and is further discussed in Note 4.

In July 2002, the FASB issued SFAS No. 146 “Accounting for Costs Associated with Exit or Disposal
Activities” (“SFAS 146”), which addresses the recognition, measurement, and reporting of costs associated with
exit or disposal activities, and supersedes Emerging Issues Task Force (“EITF”) Issue No. 94-3 “Liability Rec-
ognition for Certain Employee Termination Benefits and Other Costs to Exit An Activity (including Certain
Costs Incurred in a Restructuring)” (“EITF 94-3”). The principal difference between SFAS 146 and EITF 94-3
relates to the requirements for recognition of a liability for a cost associated with an exit or disposal activity.
SFAS 146 requires that a liability for a cost associated with an exit or disposal activity, including those related to
employee termination benefits and obligations under operating leases and other contracts, be recognized when
the liability is incurred, and not necessarily the date of an entity’s commitment to an exit plan, as under EITF 94-
3. SFAS 146 also establishes that the initial measurement of a liability recognized under SFAS 146 be based on
fair value. The provisions of SFAS 146 are effective for exit or disposal activities that are initiated after Decem-
ber 31, 2002, with early application encouraged. The Company adopted SFAS 146, effective December 30,
2002. For exit or disposal activities initiated prior to December 30, 2002, the Company followed the accounting
guidelines outlined in EITF 94-3,

In November 2002, the FASB issued Interpretation No. 45, “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others” (“FIN 45). FIN 45 re-
quires a guarantor to recognize a liability, at the inception of the guarantee, for the fair value of obligations it has
undertaken in issuing the guarantee and also include more detailed disclosures with respect to guarantees. FIN 45
is effective on a prospective basis for guarantees issued or modified starting January 1, 2003 and requires the
additional disclosures in its interim and annual financial statements effective for the period ended December 29,
2002. The Company has adopted the disclosure provisions of FIN 45 in fiscal 2002 and will adopt the initial rec-
ognition and initial measurement provisions of FIN 45 effective January 1, 2003. The Company does not expect
that the provisions of FIN 45 will have a material impact on the Company’s results of operations or financial po-
sition.

Note 3. Acquisitiens and Dispositions

Sale of Specialty Pharmaceutical Services business

On June 13, 2002, the Company consummated the sale of its SPS business to Accredo Health, Incorpo-
rated (the "SPS Sale™). The SPS Sale was effected pursnant to an asset purchase agreement (the "Asset Purchase
Agreement") dated January 2, 2002, between Gentiva, Accredo and certain of Gentiva's subsidiaries named
therein.

The assets of the SPS business acquired by Accredo in the SPS Sale were assets used by Gentiva in the
business of:

e distribution of drugs and other biological and pharmaceutical products and professional sup-
port services for individuals with chronic diseases;
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administration of antibiotics, chemotherapy, nutrients and other medications for patients with
acute or episodic disease states;

e distribution services for pharmaceutical, biotechnology and medical service firms; and
o clinical support services for pharmaceutical and biotechnology firms.

Pursuant to the terms of the Asset Purchase Agreement, Accredo acquired the SPS business in con-
sideration for:

o The payment to the Company of a cash amount equal to $207.5 million (before a $0.9 million
reduction resulting from a closing net book value adjustment); and

o 5,060,976 shares of Accredo common stock.

Based on the closing price of the Accredo common stock on June 13, 2002 ($51.89 per share), the
value of the stock consideration was $262.6 million.

In connection with the SPS Sale, the Company's Board of Directors declared a dividend, payable
to shareholders of record on June 13, 2002, of all the common stock consideration and substantially all the
cash consideration received from Accredo. The cash consideration received by the Company before the
closing net book value adjustment was $207.5 million; however, the amount distributed to the Company's
shareholders was reduced by $3.5 million to $204 million as a holdback for income taxes the Company ex-
pected to incur on the proceeds received in excess of $460 million as detailed in the Company's proxy
statement, dated May 10, 2002. The special dividend, which was delivered to the distribution agent on June
13, 2002 for payment to the Company's shareholders, resulted in shareholders of record on the record date
receiving $7.76 in cash and .19253 shares of Accredo common stock (valued at $9.99 per share based on
the June 13, 2002 closing price of $51.89 per share of Accredo common stock) for each share of Gentiva
common stock held. The total value of the special dividend amounted to $17.75 per share. Cash was paid in
lieu of fractional shares.

SPS revenues and operating results for the periods presented were as follows (in thousands);

For the Fiscal Year Ended
December 29, 2002 December 30, 2001 December 31, 2000

Net revenues $ 323,319 $ 648,110 $ 624,879
Operating results of discontinued SPS business:
Income before income taxes $ 11,238 $ 43,588 $ (54,144)
Income tax expense (1,313) (8,690) (230)
Net income 9,925 34,898 (54,374)

Gain on disposal of SPS business, including
transaction costs of $16.2 million for fiscal

year 2002 205,355 - -

Income tax expense (23,702) - -

Gain on disposal, net of tax 181,653 - -
Discontinued operations, net of tax $ 191,578 g 34,898 $ (54,374)

In connection with the SPS sale, the Company incurred $16.2 million in transaction costs which related i

to investment banking fees, legal and accounting costs, change in control and other employee related payments
and miscellaneous other costs.




The net assets of the SPS business included in the accompanying consolidated balance sheet as of December 30,
2001, consisted of the following (in thousands):

Accounts receivable, net $ 239,447
Inventory 46,544
Fixed assets, net 13,404
Other assets 7,142
Total assets 306,537
Accounts payable (47,704)
Payroll and accrued expenses (6,875)
Other liabilities (2,094)
Total liabilities (56,673)
Net assets of discontinued operations $ 249864

Sale of Healtheare Staffing and Canadian Operations

In October 2000, the Company consummated the sale of its health care staffing services business and re-
ceived cash proceeds of $66.5 million. As of December 30, 2001, these proceeds were subject to adjustment
(upward or downward) in accordance with the terms of the purchase and sale agreement related to final closing
balance sheet items. In May 2002, the Company received a cash payment in the amount of $2.5 million in set-
tlement of the final closing balance sheet. The Company recorded a gain of approximately $44.4 million on the
sale.

In November 2000, the Company finalized the sale of its home care nursing services operations in Can-
ada. As consideration for the sale, the Company received approximately $1.5 million in cash proceeds, including
settlement of the final closing balance sheet, and a minority interest in the acquiror. The Company recorded a
charge of approximately $5.2 million as a result of the impairment of goodwill. In addition, cumulative transla-
tion adjustments of approximately $2.5 million were reversed from the accumulated other comprehensive loss
component of shareholders’ equity and reflected as a loss in the gain on sales of businesses component of the
consolidated statement of operations. No other gain or loss was recorded on the sale.

For fiscal year 2000, the net revenue and operating contribution (pre-tax income exclusive of allocated
corporate expenses) attributed to these disposed businesses were $145.2 million and $9.9 million, respectively.

Note 4. Restructuring and Other Special Charges

During fiscal 2002, 2001 and 2000, the Company recorded restructuring and other special charges ag-
gregating $46.1 million, $3.0 million and $153.2 million, respectively, which included in fiscal 2000 special
charges of $97.0 million related to discontinued operations and $56.2 million related to continuing operations.

Fiscal 2002
Business Realignment Activities

The Company recorded charges of $6.8 million during the second quarter ended June 30, 2002 in con-
nection with a restructuring plan. This plan included the closing and consolidation of seven field locations and
the realignment and consolidation of certain corporate and administrative support functions due primarily to the
sale of the Company’s SPS business. These charges included employee severance of $0.9 million relating to the
termination of 115 employees in field locations and certain corporate and administrative departments, and future
lease payments and other associated costs of $5.9 million resulting principally from the consolidation of office
space at the Company’s corporate headquarters and a change in estimated future lease obligations and other costs
in excess of sublease rentals relating to a lease for a subsidiary of the Company’s former parent company which
the Company agreed to assume in connection with its Split-Off in March 2000. These charges are reflected in
selling, general and administrative expenses in the accompanying consolidated statement of operations. During
the fiscal year ended December 29, 2002, the Company paid $2.1 million in restructuring costs, leaving approxi-
mately $4.7 million of these restructuring charges unpaid, representing severance costs of $0.2 million which will
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be paid during 2003 and lease and other associated costs of $4.5 million which will be paid over the remaining
lease terms. These unpaid restructuring charges are reflected in other accrued expenses in the accompanying
consolidated balance sheet as of December 29, 2002.

Option Tender Offer

During the second quarter ended June 30, 2002, the Company effected a cash tender offer for all out-
standing options to purchase its common stock for an aggregate option purchase price not to exceed $25 million.
In connection with this tender offer, the Company recorded a charge of $21.4 million during the second quarter
of fiscal 2002, which is reflected in selling, general and administrative expenses in the accompanying consoli-
dated statement of operations for the fiscal year ended December 29, 2002.

Sertlement Costs

The Company recorded a $7.7 million charge in the second quarter of fiscal 2002 to reflect settlement
costs relating to the Fredrickson v. Olsten Health Services Corp. and Olsten Corporation lawsuit as well as esti-
mated settlement costs related to government inquiries regarding cost reporting procedures concerning contracted
nursing and home health aide costs (see Note 9). These costs are reflected in selling, general and administrative
costs in the accompanying consolidated statement of operations for the fiscal year ended December 29, 2002.

Insurance Costs

The Company recorded a special charge of $6.3 million in the second quarter of fiscal 2002 related pri-
marily to a refinement in the estimation process used to determine the Company’s actuarially computed workers
compensation and professional liability insurance reserves. This special charge is reflected in cost of services
sold in the accompanying consolidated statement of operations for the fiscal year ended December 29, 2002.

Asset Writedowns and Other

The Company recorded charges of $3.8 million in the second quarter of fiscal 2002, consisting primarily
of a write-down of inventory and other assets associated with home medical equipment used in the Company’s -
nursing operations, and a write-off of deferred debt issuance costs associated with the terminated credit facility.
The charges are reflected in selling, general and administrative expenses in the accompanying consolidated
statement of operations for the fiscal year ended December 29, 2002.

Fiscal 2001
Settlement Costs

The Company recorded special charges of approximately $3.0 million during fiscal 2001 in connection
with the settlement of the Gile v. Olsten Corporation, et al., and the State of Indiana v. Quantum Health Re-
sources, Inc. and Olsten Health Services, Inc. lawsuits and for various other legal costs. These legal matters are
further discussed in Note 9. These special charges are reflected in selling, general and administrative expenses in
the accompanying consolidated statement of operations.

Fiscal 2089

Restructuring and other special charges during fiscal 2000 aggregated $56.2 million, of which $8.5 mil-
lion was recorded in cost of services sold. The remaining charges of approximately $47.7 million were recorded
in selling, general and administrative expenses and included charges to restructure business operations of $5.5
million, an incremental charge of $21.4 million for increases in the allowance for doubtful accounts and receiv-
able write-offs, charges of $5.7 million associated with the implementation of the PPS for Medicare reimburse-
ment, settlement costs of $7.2 million, Split-off/transition costs of $4.1 million and name change and other costs
of $3.8 million. A further description of the nature of such restructuring and other special charges is presented
below.
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Restructuring of Business Operations

The Company recorded charges of $5.5 million in the fourth quarter of fiscal 2000 in connection with a
restructuring plan which included the closing and consolidation of twelve nursing branch locations and the re-
alignment and consolidation of certain corporate and administrative support functions due primarily to the sale of
the Company’s health care staffing services business and Canadian operations. These charges included employee
severance of $2.9 million relating to the termination of 270 employees in nursing branches and certain corporate
and administrative departments, asset write-downs of $1.2 million and future lease payments and other associated
costs of $1.4 million.

Bad Debt/Receivables Write-Off

During fiscal 2000, the Company launched several initiatives including the development of numerous
enhancements to its billing and collection system, and the hiring of external consultants to pursue focused collec-
tion efforts on specific aged accounts receivable. These initiatives are further described below.

During the third quarter of fiscal 2006, a significant number of billing and collection system enhance-
ments were made which provided management with new and enhanced information as to the collectibility of re-
ceivables that was previously unavailable. This information included historical cash collection data segregated
by the time period for which the related revenue was recognized, accounts receivable aging trends by payor
source and other statistical data.

In May 2000, the Company hired an external consultant to undertake an accounts receivable reduction
engagement and to enhance the billing and collection processes. During the third quarter of 2000, as a result of
the work performed by the consultant and the information resulting from the enhanced billing and collection
processes, it was determined that the filing deadlines for submitting certain claims for reimbursement to govern-
ment and commercial payors had expired and documentation required by payors to support certain other claims
could not be located. Furthermore, the results of the consultant’s cash collection efforts during the period of its
engagement were significantly less than initially estimated.

As a result of the consultant’s engagement and the new information that became available from the en-
hancements to the billing and collection systems and changes in operational processes and procedures, manage-
ment concluded that certain aged accounts which it previously believed were collectible should be written off
because the continuing effort and cost of pursuing collections of these accounts could not be justified. Manage-
ment decided to focus on the billing and collection activities relating to more current receivable balances.

In connection with these activities, the Company recorded an incremental provision for doubtful ac-
counts of $21.4 million in the third quarter of fiscal year 2000 relating to government and commercial payors.
The incremental provision for doubtful accounts related to revenues recognized in the following years: $6.1 mil-
lion in fiscal 1998 and prior, $10.2 million in fiscal 1999 and $5.1 million in fiscal 2000. This incremental pro-
vision for doubtful accounts was reflected in selling, general and administrative expenses in the consolidated
statement of operations for the year ended December 31, 2000.

PPS Implementation Costs

The Company recorded charges of $5.7 million in connection with the implementation of and transition
to the PPS system for Medicare reimbursement. Such charges included costs relating to the development of care
protocols, training of field personnel and changes in estimates of settlement amounts.

Settlement Costs

The Company also recorded a $7.2 million charge in the third quarter of fiscal 2000 to reflect estimated
settlement costs in excess of insurance coverage relating to class action securities and derivative lawsuits, the
obligation for which was assumed by the Company from Clsten under an indemnification provision in connection
with the Split-off, as well as settlement costs related to government inquiries in New Mexico and North Carolina
(see Note 9).




Split-off/ Transition Costs

Special charges of $4.1 million were incurred during fiscal 2000 to reflect obligations resulting from the
Company’s split off from Olsten and transition costs associated with the establishment of the Company as an in-
dependent, publicly owned entity. These special charges included change of control and compensation and bene-
fit payments of $3.6 million made to a former executive officer and to certain former employees of the Company
and QOlsten, and transition costs of $0.5 million relating to registration costs, professional fees and other items.

Name Change and Other

Special charges of approximately $3.8 million were incurred in fiscal 2000 in connection with the
change of the Company’s name to Gentiva Health Services, Inc. These special charges primarily consisted of
costs incurred and paid for consulting fees, promotional items and advertising.

Cost of Services Sold

The Company recorded a charge to cost of sales of $8.5 million in the fiscal 2000 to reflect an increase
in estimated liabilities to service providers under certain managed care contracts. Such changes in the estimated
liabilities were the result of the Company obtaining more timely and accurate claims experience information as a
result of completing a system conversion which enhanced its claims reporting functionality.




The major components of the restructuring charges as well as the activity during the fiscal years 2002,
2001 and 2000 were as follows (in thousands):

Accounts Cempensation
Receivable, Net and Severance Facility Lease
and Other Assets Costs and Other Costs Total
Fiscal 1999 Charge
Balance at January 2, 2000 $ - $ 1,430 $ 1,183 $ 2,613
Cash expenditures - (1,378) (629) (2,007)
Balance at December 31, 2000 - 52 554 606
Cash expenditures - - (52) (380) (432)
Balance at December 30, 2001 - - 174 174
Cash expenditures - - (174) (174)
Balance at December 29, 2002 - - - -
Fiscal 2000 Charge 1,205 2,900 1,365 5.470
Cash expenditures - (880) (2006) (1,086)
Non-cash write-offs 919) - - (919)
Balance at December 31, 2000 286 2,020 1,159 3,465
Cash expenditures - (1,860) (1,132) (2,992)
Non-cash write-offs (286) - - (286)
Balance at December 30, 2001 - 160 27 187
Cash expenditures - (160) 27 (187)
Balance at December 29, 2002 - - -
Fiscal 2002 Charge - 920 5,893 6,813
Cash expenditures - (726) (1,348) (2,074)
Balance at December 29, 2002 $ - $ 194 $ 4,545 $ 4,739

The balance of unpaid charges at each year-end date was included in accrued expenses in the consoli-
dated balance sheets.



Note 5. Fixed Assets, Net

(in thousands) Useful Lives December 29, 2002 December 30, 2001
Computer equipment and software 3-5 Years $ 44,582 § 45,752
Furniture and fixtures 5 Years 19,337 20,330
Buildings and improvements Lease Term 10,224 11,073
Machinery and equipment 5 Years 171 1,142
74,314 78,297

Less accumulated depreciation (61,289) (61,252)
§ 13,025 3 17,045

Depreciation expense relating to continuing operations was approximately $7.2 million in fiscal 2002,
$8.7 million in fiscal 2001 and $11.3 million in fiscal 2000.
Note 6. Long-Term Debt
In connection with the sale of the SPS business, the Company terminated its then existing credit facility,
and entered into a new credit facility on June 13, 2002. The new credit facility provides the Company with up to
$55 million in borrowings, including up to $40 million which is available for letters of credit. The Company may
borrow up to a maximum of 80 percent of the net amount of eligible accounts receivable, as defined, less any
reasonable and customary reserves, as defined, required by the lender. Borrowing availability under the new
credit facility is reduced by $10 million until such quarter in 2003 in which the trailing 12 month eamings before
interest, taxes, depreciation and amortization ("EBITDA"), excluding certain restructuring costs and special
charges, as defined, exceeds $15 million. At the Company's option, the interest rate on borrowings under the
credit facility is based on the London Interbank Offered Rates (LIBOR) plus 3.25 percent or the lender's prime
rate plus 1.25 percent. In addition, the Company must pay a fee equal to 2.5 percent per annum of the aggregate
face amount of outstanding letters of credit. Beginning in 2003, the applicable margin for the LIBOR borrowing,
prime rate borrowing and letter of credit fees decrease by 0.25 percent to 3.00 percent, 1.0 percent, and 2.25 per-
cent, respectively, provided that the Company's trailing 12 month EBITDA, excluding certain restructuring costs
and special charges, as defined, is in excess of $20 million. The higher margins and fees are subject to reinstate-
ment in the event that EBITDA falls below $20 million. The Company is subject to an unused line fee equal to
0.50 percent per annum of the average daily difference between the total revolving credit facility amount and the
total outstanding borrowings and letters of credit. For 2003, the unused credit line fee decreases to ¢.375 percent
provided the minimum EBITDA target described above is achieved, but is subject to reinstatement to the higher
fee in the event that EBITDA falls below $20 million. Total outstanding letters of credit were approximately
$27.6 million as of December 29, 2002. The letters of credit, which expire one year from date of issuance, were
issued to guarantee payments under the Company's workers compensation program and for certain other com-
mitments. There were no borrowings outstanding under the credit facility as of December 29, 2002.

The new credit facility, which expires in 2006, includes certain covenants requiring the Company to
maintain a minimum tangible net worth of $101.6 million, minimum EBITDA, as defined, and a minimum fixed
charge coverage ratio, as defined. Other covenants in the credit facility include limitation on mergers, consolida-
tions, acquisitions, indebtedness, liens, distributions, capital expenditures and dispositions of assets and other
limitations with respect to the Company's operations. The credit facility further provides that if the agreement is
terminated for any reason, the Company must pay an early termination fee equal to 1.0 percent if terminated dur-
ing year one, 0.5 percent if terminated in year two and 0.25 percent if terminated in year three, of $55 miilion (or
$45 million during the time when borrowing availability is reduced by $10 million due to EBITDA require-
ments). Loans under the credit facility will be collateralized by all of the Company's tangible and intangible per-
sonal property, other than equipment. As of December 29, 2002, the Company was in compliance with these
covenants.

The Company has no off-balance sheet arrangements and has not entered into any transactions involving
unconsolidated, limited purpose entities or commodity contracts.

In connection with the Frederickson v. Olsten Health Services Corp. and Olsten Corporation case, a
supersedeas bond in the amount of $35.2 million was posted to satisfy the judgment plus interest. Under terms of
the bond, cash equal to the amount of the bond was held in a segregated account and was reported as restricted
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cash in the accompanying consolidated balance sheet as of December 30, 2001. This matter has been settled and
the supersedeas bond has been released. The restricted cash of $35.2 million was released to the Company in
September 2002.

In 1993, the Company’s Quantum subsidiary issued $86.3 million of 4 % percent convertible subordi-
nated debentures, maturing on October 1, 2000. In January 1999, $7.7 million of the convertible subordinated
debentures were retired at 88.5 percent of the principal amount, resulting in a gain of approximately $900,000.

In June 2000, $10.0 million of the debentures were retired at 95.25 percent of the principal amount, resulting in a
gain of $475,000. The remaining $68.6 million of debentures were retired, together with accrued interest of ap-
proximately $1.6 million, on October 2, 2000 (the first business day after maturity) with borrowings from the
then-existing credit facility. Borrowings under the credit facility were repaid in October 2000 upon receipt of
proceeds from the sale of the staffing services business as well as cash flow from operations.

Interest income (expense), net in the accompanying statements of operations includes interest income of
$2.4 million in fiscal 2002 and is presented net of interest income of $2.8 million in fiscal 2001 and $0.8 million
in fiscal 2000.

Note 7. Mandaterily Redeemable and Other Securities

Gentiva Obligated Mandatorily Redeemable Preferred Securities of a Subsidiary Trust

On March 15, 2000, certain of the Company’s and Olsten’s directors, officers and management and
other related parties and other investors purchased $20 million of 10 percent convertible trust preferred securities
issued by a Trust, of which the Company owned all the common equity. Simultaneously and in connection with
the issuance by the Trust of the convertible trust preferred securities, the Company issued to the Trust $20 mil-
lion of its 10 percent convertible subordinated debentures. The convertible preferred trust securities would be
mandatorily redeemable on March 15, 2005 and optionally redeemable after March 15, 2001 and prior to the
mandatory redemption date at a declining premium over face amount (8 percent at March 15, 2001 declining 2
percent annually through maturity). The convertible subordinated debentures had the same terms as the converti-
ble trust preferred securities, including, but not limited to, maturity, interest, conversion and redemption price.

The Trust which issued the convertible trust preferred securities was a special purpose trust. The
Trust’s operations were limited to issuing the convertible trust preferred securities and holding the Company’s
convertible subordinated debentures. The Trust could pay dividends only to the extent that the Company paid
interest on its convertible subordinated debentures.

If the Company announced the redemption of its convertible subordinated debentures and, as a result,
the Trust intended to redeem the convertible preferred trust securities, the holders of the preferred trust securities
had the option to convert their securities into the Company’s common stock at a conversion price of $9.319219
until two days before the scheduled redemption date.

On August 7, 2001, the Company’s Board of Directors authorized the Company to call for the redemp-
tion of its 10 percent convertible subordinated debentures on or about September 14, 2001 at a redemption price
of 108 percent of the original principal amount of the debentures in accordance with the terms of an Indenture
dated March 15, 2000, between the Company and Wilmington Trust Company. All of the holders of the Pre-
ferred Trust Securities opted to convert their securities into the Company’s common stock. During fiscal year
2001, the Company issued 2,146,105 shares of common stock upon the conversion of $20 million of the con-
vertible preferred trust securities. No convertible preferred trust securities remained outstanding for redemption.
As of September 30, 2001, there were no convertible subordinated debentures of the Company and no converti-
ble preferred trust securities of the Trust outstanding.

Cumulative Preferred Stock

The Company’s authorized capital stock includes 25,000,000 shares of preferred stock, $.01 par value,
of which 1,000 shares have been designated Series A Cumulative Non-voting Redeemable Preferred Stock (“cu-
mulative preferred stock”). On March 10, 2000, 100 shares of cumulative preferred stock were issued for pro-
ceeds of $100,000. Such amount was reflected in other liabilities in the consolidated balance sheet as of Decem-
ber 30, 2001.

Holders of the cumulative preferred stock were entitled to receive cumulative cash dividends at an an-
nual rate of LIBOR plus 2 percent on the stated liquidation preference of $1,000 per share, payable quarterly in
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arrears out of assets legally available for payment of dividends, when and as declared by the Company’s board of
directors on March 31, June 30, September 30 and December 31 of each year, commencing June 30, 2000.
Dividends accumulated and were cumulative from the issue date. In the event of any voluntary or involuntary
liquidation, dissolution or other winding-up of the Company or, at the option of the Company on or after

March 10, 2005 or the holder on or after May 10, 2005, the holders of cumulative preferred stock would be enti-
tled to receive the stated liquidation preference or a redemption price of $1,000 per share. The 100 shares of
preferred stock that were issued on March 10, 2000 were redeemed on June 12, 2002 at a redemption price of
$1,000 per share.

Note 8. Transactions with Olsten

Net transactions with Olsten, included in shareholders’ equity, include the accumulated excess of cash
outlays made on the Company’s behalf and management fees charged to the Company by Olsten over cash re-
ceipts generated by the Company. In accordance with the terms of the Separation Agreement, intercompany bal-
ances at October 31, 1999 of approximately $507 million have been contributed to the Company’s capital in its
entirety. The Separation Agreement provides that on October 31, 1999 if the sum of (a) indebtedness for bor-
rowed money, (b) the deferred purchase price of property and (c) up to $10 million of transactions fees related to
the transactions contemplated by the Separation Agreement and the Merger Agreement, less cash on hand (re-
ferred to as net debt) of Olsten and its subsidiaries (excluding the Company and its subsidiaries) was (i) greater
than $750 million, then the new intercompany account would reflect a payable by the Company to Olsten equal to
the amount of excess, or (ii) less than $750 million, then the new intercompany account would reflect a payable
by Olsten to the Company, in an amount equal to the shortfall or (iii) equal to $750 million, then no payment
would be made in connection with the new debt calculation. Pursuant to the Separation Agreement, on Octo-
ber 31, 1999, net debt of Olsten and its subsidiaries (excluding the Company and its subsidiaries) was $718 mil-
lion and accordingly, the Company was to receive approximately $32 million in cash (referred to as the true-up
amount) on or prior to the split off date. As of January 2, 2000, the Company had received approximately $23
million of the true-up amount; in fiscal 2000, the Company received the remaining balance of the true-up amount
and following the Split-off, the Company paid Olsten approximately $13 million to settle the intercompany ac-
count balance which primarily related to advances for management fees, additional borrowings and interest ex-
pense on intercompany balances.

In addition, under the terms of the Separation Agreement relating to the Split-off, the Company assumed
the obligation for the funding of labilities of the non-qualified supplemental executive retirement plan for certain
of its employees and former employees of Olsten. During the first quarter of 2000, payments of $12.1 million
were made under this program; these payments exceeded assets of the plan which were transferred to the Com-
pany by $3.6 million due primarily to benefits paid to a former executive officer and former employees of the
Company and Olsten. Furthermore, the Company also assumed excise tax obligations of approximately $0.8 mil-
lion for a former executive officer of the Company. Approximately $1.0 million of the aggregate net obligations
of $4.4 million was included in restructuring and other special charges based on Olsten’s allocation methodology
for general corporate overhead expenses. The remaining $3.4 million associated with these obligations was
charged directly to additional paid-in capital.

In connection with the Split-off, a director of the Company agreed not to compete with the Company for
a four year period beginning March 16, 2000. In return for this agreement, the Company paid this director a lump
sum of $250,000. Following the Split-off, the Company paid its past president, who did not continue with the
Company, $2.0 million pursuant to a change in control agréement. Such amounts were charged to expense in
2000.

In addition, under the terms of the Separation Agreement, the Company also agreed to assume a lease
for an Olsten subsidiary that was unrelated to the operation of the Company, commencing September 2000. As a
result, the present value of future lease obligations and other costs exceed estimated sublease rentals by $1.7 mil-
lion. Such amount was charged directly to additional paid-in capital during fiscal 2000.

An estimated tax benefit of $4.1 million relating to the aforementioned obligations was credited to addi-
tional paid-in capital.

In accordance with the tax sharing agreement governing the Split-off, any net operating losses generated
up to the Split-off were to be transferred and utilized by Olsten. Accordingly, on March 15, 2000 the Company
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transferred approximately $49.7 million of tax benefits relating to those net operating losses to Olsten. Such
amount is reflected as a reduction of additional paid-in capital in fiscal 2000.

Included in selling, general and administrative expenses were $0.6 million in fiscal 2000 relating to
staffing services provided to the Company by Olsten.

Note 9. Legal Matters

Litigation

In addition to the matters referenced in this Note 9, the Company is party to certain legal actions arising
in the ordinary course of business including legal actions arising out of services rendered by its various opera-
tions, personal injury and employment disputes.

Cooper v. Gentiva CareCentrix, Inc. t/a/d/b/a/ Gentiva Health Services, U.S. District Court (W.D.
Penn), Civil Action No. 01-0508. On January 2, 2002, this amended complaint was served on the Company al-
leging that the defendant submitted false claims to the government for payment in violation of the Federal False
Claims Act, 31 U.S.C. 3729 et seq., and that the defendant had wrongfully terminated the plaintiff. The plaintiff
claimed that infusion pumps delivered to patients did not supply the full amount of medication, allegedly result-
ing in substandard care. Based on a review of the court’s docket sheet, the plaintiff filed a complaint under seal
in March 2001. In October 2001, the United States government filed a notice with the court declining to inter-
vene in this matter, and on October 24, 2001, the court ordered that the seal be lifted. The Company filed its
responsive pleading on February 25, 2002, and discovery has now commenced. The Company has denied the
allegations of wrongdoing in the complaint and intends to defend itself vigorously in this matter. This case is in
discovery, and the Company is unable to assess the probable outcome or potential liability, if any, arising from
this matter; therefore, a range of damages, if any, cannot be determined.

United States of America ex rel. Lee Einer v. Olsten Corporation, No. CIV-5-99-0860 DFL/DAD, U.S.
District Court for the Eastern District of California. On November 1, 2001, the Company received notice of the
entry of an Order dated October 25, 2001, unsealing the referenced complaint. As recited in the Order unsealing
the complaint, the United States gave notice to the District Court that the United States was declining to intervene
in the action. The Company believes that it was this complaint that gave rise to a document subpoena served on
the Company in December 1999 from the Department of Health and Human Services, Office of Inspector Gen-
eral, and Office of Investigations. The Company acknowledged service of the complaint on November 29, 2001
and timely filed responsive pleadings to the complaint. On October 30, 2002, the relator dismissed the action
with prejudice, and the government consented to the dismissal, without prejudice to its rights.

Fredrickson v. Olsten Health Services Corp. and Qlsten Corporation, Case No. 01C.A.116, Court of
Appeals, Seventh Appellate District, Mahoning County, Ohio. In November 2000, the jury in this age-
discrimination lawsuit returned a verdict in favor of the plaintiff against Clsten consisting of $675,000 in com-
pensatory damages, $30 million in punitive damages and an undetermined amount of attorneys’ fees. The jury
found that, although Olsten had lawfully terminated the plaintiff’s employment, its failure to transfer or rehire the
plaintiff rendered Olsten liable to the plaintiff. Following post-trial motion practice by both parties, the trial
court, in May 2001, denied all post-trial motions, and entered judgment for the plaintiff for the full amount of
compensatory and punitive damages, and awarded the plaintiff reduced attorney’s fees of $247,938. In June
2001, defendants timely filed a Notice of Appeal with the Court of Appeals, and the Company posted a su-
persedeas bond for the full amount of the judgment, plus interest. This matter has been settled, and settlement
costs were recorded as part of special charges during the second quarter of fiscal 2002 (see Note 4). The su-
persedeas bond has been released and the restricted cash of $35.2 million was released to the Company in Sep-
tember 2002.

In Gile v. Olsten Corporation, et al., U.S. District Court for the Central District of California, No. 97-
9363-NM, plaintiff filed an age discrimination suit against Olsten Corporation, Olsten Health Services, and a
certain individual in December 1997. The defendants denied the allegations of discrimination on the basis that
plaintiff’s termination was part of a reduction in force. The individual defendant was dismissed from the action,
and the remaining corporate defendants filed a motion for summary judgment that was granted by the District
Court in February 1999. The plaintiff appealed the District Court’s order to the Ninth Circuit Court of Appeals
and in December 2000, the Court of Appeals issued its ruling which reversed the District Court and remanded the
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case for trial. On or about June 19, 2001, the Company and the plaintiff agreed to settle this matter and entered
into a confidential settlement agreement with full release.

In July 1999, the Indiana Attorney General’s Office filed a lawsuit against Olsten in Indiana Superior
Court, captioned State of Indiana v. Quantum Health Resources, Inc. and Olsten Health Services. Inc., No.
49D029907CP001011, alleging that Glsten was overpaid by Medicaid, failed to properly disclose information to
Medicaid and engaged in improper billing. The alleged violations predated Olsten’s acquisition of Quantum
Health Resources in June 1996. The lawsuit sought unspecified monetary damages, double or treble damages,
penalties and investigative costs. The parties resolved this matter during fiscal 2001 pursuant to a confidential
settlement agreement and full release. There is no ongoing obligation on the part of the Company arising from
this settlement.

In late 2000, after engaging in a mediation conducted by a third-party mediator, the parties to the previ-
ously disclosed Class Action (In re Olsten Corporation Securities Litigation, No. 97-CV-5056 (DRH), U.S. Dis-
trict Court for the Eastern District of New York) and Derivative Lawsuit (Rubin v. May, No. 17135-NC, Dela-
ware Chancery Court) reached an agreement to settle both lawsuits for the aggregate sum of $25 million which
was subject to approval by the respective courts. The Company’s insurers funded $18 million of the proposed
settlement sum. The Company funded the $7 million balance and recorded a special charge for that amount dur-
ing fiscal 2000. On August 7, 2001, the Delaware Chancery Court gave final approval to the settlement of the
Derivative Lawsuit and, on August 31, 2001, the District Court issued its final approval to the settlement of the
Class Action.

In 1999, Kimberly Home Health Care, Inc. (“Kimberly™), one of the Company’s subsidiaries, initiated
three arbitration proceedings against hospitals owned by Columbia/HCA Healthcare Corp. (“Columbia/HCA™)
with which Kimberly had management services agreements to provide services to the hospitals’ home health
agencies. The basis for each of the arbitrations was that Columbia/ HCA sold the home health agencies without
assigning the management services agreements and, as a result, Columbia/HCA breached the management ser-
vices agreements. In response to the arbitrations, Columbia/HCA asserted that the arbitrations be consolidated
and stayed, in part based upon its alleged claims against Kimberly for breach of contract, and requested indem-
nity and possibly return of management fees. On November 18, 2002, the parties filed a notice of dismissal of
the arbitrations.

Indemnifications

Furthermore, in connection with the Split-Off, the Company agreed to assume, to the extent permitted
by law, the liabilities, if any, arising out of (and to indemnify Glsten for) the above proceedings and other liabili-
ties arising out of the home health services business, including any such liabilities arising after the Split-Off in
connection with the government investigation described below.

In addition, the Company and Accredo have agreed to indemnify each other for breaches of representa-
tions and warranties of such party or the non-fulfillment of any covenant or agreement of such party in connec-
tion with the sale of the specialty pharmaceutical services business. The Company has also agreed to indemnify
Accredo for the retained liabilities and for tax liabilities, and Accredo has agreed to indemnify the Company for
assumed liabilities and the operation of the SPS business after the closing of the acquisition. The representations
and warranties generally survive for the period of two years after the closing of the acquisition, except that:

e representations and warranties related to health care compliance survive for three years after the
closing of the acquisition;

e representations and warranties related to title of the assets and sufficiency of assets and employees
survive for the applicable statute of limitations period; and

e representations and warranties related to tax matters survive until thirty days after the expiration of
the applicable tax statute of limitations period, including any extensions of the applicable period,
subject to certain exceptions. :

Accredo and the Company may recover indemnification for a breach of a representation or warranty
only to the extent a party’s claim exceeds $1 million for any individual claim or exceeds $5 million in the aggre-
gate, subject to certain conditions and only up to a maximum amount of $100 million.
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These indemnification rights are the exclusive remedy from and after the closing of the acquisition, ex-
cept for the right to seek specific performance of any of the agreements in the related asset purchase agreement,
in any case where a party is guilty of fraud in connection with the acquisition, and with respect to tax liabilities
and obligations.

Government Investigation

In February 2600, the Company received a document subpoena from the Department of Health and Hu-
man Services, Office of Inspector General, and Office of Investigations. The subpoena related to its agencies’
cost reporting procedures concerning contracted nursing and home health aide costs. To the Company’s knowl-
edge, the government has not filed a complaint against the Company. The settlement of this matter was consum-
mated on September 30, 2002. (See Note 4.)

Note 10. Commitments

The Company rents certain properties under non-cancelable, long-term operating leases, which expire at
various dates. Certain of these leases require additional payments for taxes, insurance and maintenance and, in
many cases, provide for renewal options. Rent expense under all leases was $16.2 million in 2002, $18.5 million
in 2001 and $19.7 million in 2000. ’

Future minimum rental commitments and sublease rentals for all non-cancelable leases having an initial
or remaining term in excess of one year at December 29, 2002, including the lease for a former Olsten subsidiary
which the Company agreed to assume commencing September 16, 2000 under the terms of the Separation
Agreement, are as follows (in thousands):

Fiscal Year Total Commitment Sublease Remtals Net
2003 $ 18,890 $ 2,016 $ 16,874
2004 ' 14,534 1,676 12,858
2005 9,965 1,344 8,621
2006 6,566 709 5,857
2007 3,532 - 3,532
Thereafter 5,090 - 5,090
Note 11. Stock Plans

Prior to the Split-Off, Olsten as sole shareholder of the Company approved the adoption of the Com-
pany’s 1999 Stock Incentive Plan (“1999 Plan”) under which 5 million shares of common stock were reserved
for issuance upon exercise of options thereunder. The maximum total number of shares of common stock for
which grants may be made to any employee, consultant or director under the 1999 plan in any calendar year is
300,000. These options may be awarded in the form of incentive stock options (“ISOs™) or non-qualified stock
options (“NQSCs”). The option price of an ISO and NQSO cannot be less than 100 percent and 85 percent, re-
spectively, of the fair market value at the date of grant. As of December 29, 2002, the Company has granted op-
tions for 3,206,907 shares.

Prior to the Split-Off, Olsten as sole shareholder of the Company approved the adoption of the Com-
pany’s Stock & Deferred Compensation Plan for Non-Employee Directors, which provides for payment of annual
retainer fees to non-employee directors, up to 50 percent of which such directors may elect to receive in cash and
the remainder of which will be paid in the form of shares of common stock of the Company and also allows de-
ferral of such payment of shares until termination of director’s service. The total number of shares of common
stock reserved for issuance under this plan is 150,000. During fiscal 2002, 2001 and 2000, the Company issued
11,928 shares, 3,370 shares and 9,440 shares, respectively, under the plan. As of December 29, 2002, 25,641
shares were deferred.

Prior to the Split-Off, Olsten as sole shareholder of the Company approved the adoption of an employee
stock purchase plan for the Company. All employees of the Company, who have been employed for at least eight
months and whose customary employment exceeds twenty hours per week, are eligible to purchase stock under
this plan. The Compensation, Corporate Governance and Nominating Committee of the Company’s Board of
Directors administers the plan and has the power to determine the terms and conditions of each offering of com-
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mon stock. The purchase price of the shares under the plan is the lesser of 85 percent of the fair market value of
the Company’s common stock on the first business day or the last business day of the six month offering period.
Employees may purchase shares having a fair market value of up to $25,000 per calendar year. The maximum
number of shares of common stock that may be sold to any employee in any offering, however, will generally be
10 percent of that employee’s compensation during the period of the offering. A total of 1,200,000 shares of
common stock are reserved for issuance under the employee stock purchase plan. During fiscal 2002, 2001 and
2000, the Company issued 73,602 shares, 205,639 shares and 142,788 shares, respectively, under the plan.

Effective with the sale of the SPS business, the Company commenced a cash tender offer for all of the
outstanding options to purchase its common stock. The tender offer resulted in 1,253,141 options being tendered
and accepted by the Company with 463,829 options remaining outstanding. To preserve the aggregate intrinsic
value of the options, the outstanding options were converted to new Gentiva options at the ratio of 1 to 3.369,
resulting in converted options of 1,562,646. The exercise price of a new Gentiva stock option represents 29.7
percent of the corresponding option, pre-conversion.

Effective with the Split-off, all options to purchase Olsten stock (“Olsten stock options™) held by the
Company’s employees became options to purchase the Company’s common stock (“Gentiva stock options™) and
the Company’s empioyees became fully vested in the Gentiva stock options. To preserve the aggregate intrinsic
value of the options, Olsten stock options were converted into Gentiva stock options at the ratio of 1 to 2.077; the
exercise price of a Gentiva stock option represents 48.1 percent of the corresponding Olsten stock option exer-
cise price.

A summary of Gentiva stock options for fiscal 2002, fiscal 2001 and fiscal 2000 is presented below:

2002 2001 2009

Weighted Weighted Weighted

Stock average Stock average Stock average
Options exereise price Options exercise price Optiens exercise price

Options outstanding, beginning of year 2,346,600 $ 8.61 3,689,006 S 6.09 - $ -

Granted in connection with

conversion of Olsten options - - - 3,476,616 6.33
Granted 1,152,700 7.54 939,000 13.22 1,124,407 5.88
Exercised (665,040) 7.73 (2,156,796) 622 (699,436) 5.51
Cancelled (594,098) 8.52 (124,610) 10.04 (212,581) 10.84

Tendered options (1,253,141) 8.54 - - - -

Converted to new Gentiva options 1.562.646 2.63 - - - -
Options outstanding, end of year 2,549,667 3 4.75 2,346,600 $ 8.61 3,689,006 $ 6.09
Options exercisable, end of year 1,421,567 $ 2.53 838,168 $ 5.82 2,683,506 $ 5.82

A summary of Olsten stock options for the period from January 3, 2000 through March 15, 2669 is as

follows:
2000
Weighted
Stock average
__ Options __ exercise price
Olsten options outstanding,

beginning of year 1,657,362 $ 13.15
Granted — —
Exercised (2,720) 8.55
Cancelled (20,778) 13.61
Converted to Gentiva options (1,673,864) 13.15

Olsten options outstanding, end of period ' - -
Olsten options exercisable, end of period - -
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The following table summarizes information about Gentiva stock options outstanding at December 29,

2002:
Options Outstanding Options Exercisable
Number Weighted Weighted Number Weighted
at average average at average
December 29,  exercise remaining December 29, exercise
Range of exercise price 2002 ___jprice contractual life 2002 __ pprice
$0.85 to $1.30 215997  § 094 5.79 215997-  § 094
$1.65 to $1.74 529,074 1.69 7.20 529,074 1.69
$2.02 t0$2.95 93,144 2.38 5.26 93,144 2.38
$3.55 t0 $3.91 583,352 3.90 7.88 583,352 3.90
$7.50 to $7.50 1,066,500 7.50 9.46 - -
$8.10 to $8.60 61,600 8.44 9.64 - -
$0.85 to $8.60 2549667 § 475 8.17 1,421,567 $§ 253

On January 2, 2003, the Company issued 651,000 stock options at an exercise price of $8.74 per share.

The Company has chosen to adopt the disclosure only provisions of SFAS 148 and continue to account
for stock-based compensation using the intrinsic value method prescribed in Accounting Principles Board
(“APB”) Opinion No. 25, “Accounting for Stock Issued to Employees” (““APB 25”), and related interpretations.
Under this approach, the cost of restricted stock awards is expensed over their vesting period, while the imputed
cost of stock option grants and discounts offered under the Company’s Employee Stock Purchase Plan (“ESPP™)
is disclosed, based on the vesting provisions of the individual grants, but not charged to expense.

The weighted average fair value of the Company’s and Olsten’s stock options, calculated using the
Black-Scholes option pricing model, granted during 2002, 2001 and 2000, is $3.02, $7.76, and $2.93, respec-
tively. The fair value of each option grant is estimated on the date of grant with the following weighted-average
assumptions used for grants in 2002, 2001 and 2000, respectively; risk-free interest rates of 4.15, 4.88 and 6.14
to 6.65 percent; dividend yield of 0 percent for 2002, 2001 and 2000; expected lives of five years for all; and
volatility of 38 percent for 2002, 65 percent for 2001 and 47 percent for 2000.

Pro forma compensation expense is calculated for the fair value of the employees’ purchase rights, un-
der the Employee Stock Purchase Plan, using the Black-Scholes model. Assumptions for fiscal 2002 include an
expected life of ¥ year, volatility of 60 percent, risk free interest rates for the first offering period of 3.70 percent
and the second offering period of 1.26 percent with a dividend yield of 0 percent.

The following table presents net income and basic and diluted earnings per common share, had the
Company elected to recognize compensation cost based on the fair value at the grant dates for stock option
awards and discounts granted for stock purchases under the Company’s ESPP, consistent with the method pre-
scribed by SFAS 123, as amended by SFAS 143:

Fiscal Year Ended
December 29,2002  December 30, 2081  December 31, 2000

Net income (10ss) - as TEPOTted .....vvvieriiiiiiiiee e, 3 (49,033) $ 20,988 § (104,200)
Add:  Stock-based employee compensation
expense included in reported net income, net of tax 13,160 - -

Deduct: Total stock-based compensation expense
determined under fair value based method for

all awards, net of tax (5,022) (3,002) (1,852)
Net income (l0ss) - pro forma ............coooviiiiiiininin.. 3 © (40,895) § 17,986  $ (106,052)
Basic and diluted income (loss) per share - as reported ............ $ 187y $ 090 % (5.05)
Basic and diluted income (loss) per share - pro forma .............. by (1.56) S 078 % (5.149)
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Note 12. Income Tazes

Comparative analyses of the provision (benetit) for income taxes follows (in thousands):

Fiscal Year Ended
ecember 29, 2002 December 36, 2001 December 31, 2000
Current
Federal $ 5,600 $ (6,632) $ -
State and local - (183) 1,350
5,600 (6,815) 1,350
Deferred
Federal 10,114 - (774)
State and local 2,723 - -
12,837 - (774)
$ 18,437 $ (6,815) $ 576 {

A reconciliation of the differences between income taxes computed at federal statutory rate and provisions
(benefits) for income taxes for each year are as follows (in thousands):

Fiscal Year Ended

December 29, 2002 December 30, 2001 December 31, 2000
Income taxes computed at Federal statutory tax rate 3 (12,287 $ (7,254) (17,238)
State income taxes, net of Federal benefit and
valuation altowance (1,770) (119 378
Capital loss on disposition of domestic subsidiary - - (14,008)
Amortization of intangibles - 623 725
Nondeductible meals and entertainment 155 232 243
Valuation allowance adjustment for adoption of SFAS 142 26,859 - -
Income tax audit adjustments 5,439 - -
Other 41 297 81
Increase in Federal valuation allowance - - 29.895
3 18,437 3 6,815) _§ 576

The federal income tax rate reconciliation schedule above includes only components associated with con-
tinuing operations.
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Deferred tax assets and deferred tax liabilities are as follows (in thousands):

December 29, 2002 December 30, 2001

Deferred tax assets

Reserves and allowances $ 24,543 $ 16,851

Net operating loss (Federal and state) 5,993 36,230

Intangible assets 33,202 -

Depreciation 332 -

Other . 574 3,080

Less: valuation allowance (63,892) (27,001)
Total deferred tax asset 752 29,160
Deferred tax liabilities

Capitalized software (752) (1,018)

Intangible assets - (26,859)

Depreciation - (1,283)
Total deferred tax liability (752) (29,160)
Net deferred tax asset (liability) $ - $ -

At the end of fiscal 2001, the Company had a federal net operating loss (NOL} carryforward of $89.7
million. The NOL was used in part in 2002 to offset the gain from the sale of the SPS division. At the end of
fiscal 2002, the Company has an NOL carryforward of $15.0 million that will begin to expire in 2020 if not util-
ized.

Realization of deferred tax assets is dependent upon generating sufficient taxable income prior to their
expiration. The lack of historical pre-tax income creates uncertainty about the Company’s ability to earn taxable
income and realize tax benefits in future years. Therefore, management has provided a valuation allowance for
its deferred tax assets. The valuation allowance of $63.9 million at December 29, 2002 includes adjustments for
changes of deferred tax assets and liabilities during the year that relate to discontinued operations, cumulative
effect of accounting change and continuing operations. Approximately $18.0 million of the deferred tax assets
relate to stock option compensation deductions, the benefits of which, when realized, will be credited to share-
holders’ equity.

Nate 13. Benefit Plans for Permanent Employees

Olsten and its subsidiaries maintained qualified and non-qualified defined contribution retirement plans
for its salaried employees, which provided for a partial match of employee savings under the plans and for discre-
tionary profit-sharing contributions based on employee compensation. The Company established similar retire-
ment plans and assumed the obligations under the Clsten plans for those employees assigned to the Company at
the date of the Split-off.

QOlsten also maintained a non-qualified supplemental executive retirement program for key employees
and officers. Certain employees of the Company were eligible to participate in the Olsten sponsored plan. Prior
to the Split-off the Company established its own non-qualified supplemental executive retirement plan substan-
tially similar to the Olsten plan. The Olsten plan was terminated prior to the Split-off, and the Company termi-
nated its plan after the Split-off.

With respect to the Company’s non-qualified defined contribution retirement plan for salaried employ-
ees, all pre-tax contributions, matching contributions and profit sharing contributions (and the earnings therein)
are held in a Rabbi Trust and are subject to the claims of the general, unsecured creditors of the Company. All
post-tax contributions are held in a secular trust and are not subject to the claims of the creditors of the Company.
The fair value of the assets held in the Rabbi Trust and the liability to plan participants as of December 29, 2002
and December 30, 2001 totaling approximately $9.0 million and $8.2 million, respectively, are included in other
assets and other liabilities on the accompanying consolidated balance sheets.

Company contributions under the defined contribution plans were approximately $2.0 million in 2002,
$2.7 million in 2001 and $2.1 million in 2000.
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Note 14: Quarterly Financial Information (Unaudited)

(in thousands, except per share amounts)

First Second Third Fourth
Quarter Quarter Quarter Quarter
Year ended December 29, 2002
Net revenues $ 192,799 $ 195,623 $ 188,443 $ 191,636
Gross profit 63,613 56,731 (3) 63,545 63,711
Income (loss) from continuing operations (25.914) (33,678 (3) 2,738 3,311
Discontinued operations, net of tax 7,188 184,953 (563) -
Income (loss) before cumulative effect of accounting change (18,726) 151,275 2,175 3,31t
Cumulative effect of accounting change, net of tax (190,468) - 1,392 2,008
Net income (loss) {1) (2) (209,194) 151,275 3,367 5,319
Earnings Per Share: ’
Basic:
Income (loss) from continuing operations (1.00) (1.29) 0.10 0.12
Discontinued operations, net of tax 0.28 7.08 (0.02) -
Income (loss) before cumulative effect of accounting change (0.72) 579 0.08 0.12
Net income (loss) (1) (2) (8.10) 5.79 0.14 0.20
Diluted: .
] Income (loss) from continuing operations (1.00) (1.29) 0.10 ) 0.12
] Discontinued operations, net of tax 0.28 7.08 (0.02) -
Income (loss) before cumulative effect of accounting change (0.72) 5.79 0.08 0.12 i
Net income (loss) (1) (2) (8.10) 5.79 0.13 0.19
Weighted average shares outstanding:
Basic 25,842 26,143 26,365 26,380
Diluted 25,842 26,143 27,483 27,432
Revised Revised
First Second Third Fourth
Year ended December 30, 2001 Quarter Quarter (5) Quarter (5) Quarter :
Net revenues § 185,617 § 179,705 $ 175,496 $ 188,759
Gross profit 64,858 60,439 59,416 60,947
Loss from continuing operations (1,925) (4,491) (4) (3,201) (4,293)
J Discontinued operations, net of tax 3,037 6,809 9,447 10,605
Net income 6,112 2,318 6,246 6,312
f Earnings Per Share: '
Basic and Diluted:
Loss from continuing operations (0.09) (0.20) (0.14) 0.17)
Discontinued operations, net of tax 0.37 0.30 0.40 0.42
Net income 0.28 0.10 0.26 0.25
Weighted average shares outstanding 21,448 22,265 23,616 25418

(1) For fiscal year 2002, the Company adopted the provisions of SFAS 142 “Goodwill and Other Intangible
Assets” and performed a transitional impairment test, resulting in a non-cash charge for the first quarter
of 2002 of $190.5 million, with related tax benefits of $1.4 million and $2.0 million recorded in third
quarter and fourth quarter of fiscal 2002, respectively. See Note 2 for further discussion.

(2) During the fiscal year 2002, the Company sold its SPS business to Accredo in accordance with the asset
purchase agreement, dated January 2, 2002, with the sale completed on June 13, 2002. As such, the
Company has reflected discontinued operations, including the gain on sale, of $7.2 million, $185.0 mil-
lion and ($0.6) million in the first quarter, second quarter and third quarter of fiscal 2002, respectively.
See Note 3 for further discussion.

(3) During the second quarter of 2002, the Company also recorded restructuring and special charges aggre- J
gating $46.1 million, of which $6.3 million is recorded in cost of services sold and $39.8 million is re-
corded in selling, general and administrative expenses. See Note 4 for further discussion.
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(4) During the fiscal year ended December 30, 2001, the Company recorded special charges of $3.0 million
in the second quarter in connection with the settlement of the Gile v. Olsten Corporation, et al., and the
“ State of Indiana v. Quantum Health Resources, Inc. and Olsten Health Services, Inc. lawsuits and for
various other legal costs. See Notes 4 and 9 for further discussion.

(5) The Company has revised its second quarter and third quarter of fiscal 2001 intraperiod tax allocation
between continuing operations and discontinued operations. As shown below, the revision increased the
tax benefit from continuing operations by $2.9 million and $1.9 million, respectively, for the three
months ended July | and September 30, 2001, and correspondingly increased the tax expense from dis-
continued operations in the same amounts. The adjustment also increased the tax benefit from continu-
ing operations and increased the tax expense from discontinued operations by $3.9 million and $5.8 mil-

lion for the six and nine months ended July 1 and September 30, 2001, respectively. These revisions had

» no impact on reported net income or cash flows for the second and third quarters of fiscal 2001. The fi-

& nancial statement amounts reported in the Company’s consolidated statement of operations impacted by

E these tax revisions on the Company’s operating results for the second and third quarters of fiscal 2001

are shown below:

(in thousands, except per share amounts)
e Three Months Ended Three Months Ended

July 1, 2001 September 30, 2001
E As As As As
: Reported  Revised Reported  Revised
Income tax provision (benefit) $ 111 _$(2,809) § 320 $(1,600)
) Loss from continuing operations ‘ (7,411) (4,491) (5,121) (3,201)
z Discontinued operations, net of tax 9,729 6,809 11,367 9,447
Net income $ 2,318 $2318 $ 6,246 $ 6,246
Basic and diluted earnings (loss) per share:
Loss from continuing operations $ (0.33) § (0.20) $ 0.22) § (0.14)
Discontinued operations, net of tax 0.43 0.30 0.48 0.40
Net income $ 0.10 $ 0.10 $§ 026 S 026
: Weighted average shares outstanding 22,265 2,’}.,265 23,616 23,616
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GENTIVA HEALTH SERVICES, INC. AND SUBSIDIARIES
SCHEDULE II - VALUATION AND QUALIFYING ACCOUNTS

' FOR THE THREE YEARS ENDED DECEMBER 29, 2002

(in thousands)

Additions
Balance at charged to Balanrce
beginning of costs and at end
period expenses Deductions of pericd
Allowance for Doubtful Accounts:
For the Year Ended December 29, 2002 $10,831 $4,936 $(6,735) $9,032
For the Year Ended December 30, 2001 $18,456 $5,120 $(12,745) $10,831
For the Year Ended December 31, 2000 $1,852 $31,157 $(14,553) $18,456
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